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This  Report  is  dedicated  to  our  colleague  George  Becker 
in  honor  of  his  tireless  efforts  on  behalf  of  the  Commission 
and  his  life-long  devotion,  commitment,  and  dedicated  serv¬ 
ice  to  his  country,  and  to  improving  the  conditions  and 
fundamental  rights  of  working  men  and  women  around  the 
world, 

- Commissioners  Carolyn  Bartholomew,  Vice  Chairman 

Daniel  Blumenthal,  Peter  T.R.  Brookes,  C.  Richard  D’Amato 
Thomas  Donnelly,  Kerri  Houston,  Patrick  A.  Mulloy 
William  A.  Reinsch,  Fred  D.  Thompson,  Michael  R.  Wessel 

and  Larry  M.  Wortzel,  Chairman 


WASHINGTON :  2006 


U.S. -CHINA  ECONOMIC  AND  SECURITY  REVIEW 
COMMISSION 

October  30,  2006 

The  Honorable  Ted  Stevens, 

President  Pro  Tempore  of  the  U.S.  Senate,  Washington,  DC 
The  Honorable  J.  Dennis  Hastert, 

Speaker  of  the  U.S.  House  of  Representatives,  Washington,  DC 

DEAR  SENATOR  STEVENS  AND  SPEAKER  HASTERT: 

On  behalf  of  the  U.S. -China  Economic  and  Security  Review  Com¬ 
mission,  we  are  pleased  to  transmit  the  Commission’s  fourth  An¬ 
nual  Report  to  the  Congress,  pursuant  to  Public  Law  106-398  (Oc¬ 
tober  30,  2000),  as  amended  by  Public  Law  No.  109-108  (November 
22,  2005).  This  report  responds  to  the  mandate  for  the  Commission 
“to  monitor,  investigate,  and  report  to  Congress  on  the  national  se¬ 
curity  implications  of  the  bilateral  trade  and  economic  relationship 
between  the  United  States  and  the  People’s  Republic  of  China.”  In 
this  report,  the  Commission  reached  a  broad  and  bipartisan  con¬ 
sensus;  it  approved  the  Report  unanimously,  with  all  12  members 
voting  to  approve  and  submit  it. 

In  accordance  with  our  mandate,  this  report  includes  detailed 
treatment  of  our  investigations  of  the  areas  identified  by  Congress 
for  our  examination  and  recommendation.  These  areas  are: 

•  PROLIFERATION  PRACTICES— The  role  of  the  People’s  Re¬ 
public  of  China  in  the  proliferation  of  weapons  of  mass  destruc¬ 
tion  and  other  weapons  (including  dual-use  technologies),  includ¬ 
ing  actions  the  United  States  might  take  to  encourage  the  Peo¬ 
ple’s  Republic  of  China  to  cease  such  practices 

•  ECONOMIC  TRANSFERS — The  qualitative  and  quantitative 
nature  of  the  transfer  of  United  States  production  activities  to 
the  People’s  Republic  of  China,  including  the  relocation  of  high 
technology,  manufacturing,  and  research  and  development  facili¬ 
ties,  the  impact  of  such  transfers  on  United  States  national  secu¬ 
rity,  the  adequacy  of  United  States  export  control  laws,  and  the 
effect  of  such  transfers  on  United  States  economic  security  and 
employment 

•  ENERGY — The  effect  of  the  large  and  growing  economy  of  the 
People’s  Republic  of  China  on  world  energy  supplies  and  the  role 
the  United  States  can  play  (including  joint  research  and  develop¬ 
ment  efforts  and  technological  assistance),  in  influencing  the  en¬ 
ergy  policy  of  the  People’s  Republic  of  China 

•  UNITED  STATES  CAPITAL  MARKETS— The  extent  of  access 
to  and  use  of  United  States  capital  markets  by  the  People’s  Re¬ 
public  of  China,  including  whether  or  not  existing  disclosure  and 
transparency  rules  are  adequate  to  identify  People’s  Republic  of 
China  companies  engaged  in  harmful  activities 

•  REGIONAL  ECONOMIC  AND  SECURITY  IMPACTS— The 

triangular  economic  and  security  relationship  among  the  United 
States,  Taipei  and  the  People’s  Republic  of  China  (including  the 
military  modernization  and  force  deployments  of  the  People’s  Re- 


public  of  China  aimed  at  Taipei),  the  national  budget  of  the  Peo¬ 
ple’s  Republic  of  China,  and  the  fiscal  strength  of  the  People’s 
Republic  of  China  in  relation  to  internal  instability  in  the  Peo¬ 
ple’s  Republic  of  China  and  the  likelihood  of  the  externalization 
of  problems  arising  from  such  internal  instability 

•  UNITED  STATES  -  CHINA  BILATERAL  PROGRAMS— Sci¬ 
ence  and  technology  programs,  the  degree  of  non-compliance  by 
the  People’s  Republic  of  China  with  agreements  between  the 
United  States  and  the  People’s  Republic  of  China  on  prison  labor 
imports  and  intellectual  property  rights,  and  United  States  en¬ 
forcement  policies  with  respect  to  such  agreements 

•  WORLD  TRADE  ORGANIZATION  COMPLIANCE— The  com¬ 
pliance  of  the  People’s  Republic  of  China  with  its  accession  agree¬ 
ment  to  the  World  Trade  Organization  (WTO) 

•  FREEDOM  OF  EXPRESSION — The  implications  of  restrictions 
on  speech  and  access  to  information  in  the  People’s  Republic  of 
China  for  its  relations  with  the  United  States  in  the  areas  of  eco¬ 
nomic  and  security  policy 

The  Commission  conducted  its  work  through  a  comprehensive  set 
of  eight  hearings,  taking  testimony  from  over  120  witnesses  from 
the  Congress,  the  executive  branch,  industry,  academia,  policy 
groups,  and  other  experts.  It  conducted  seven  of  these  hearings  in 
Washington,  DC  and  conducted  one  field  hearing  in  Dearborn, 
Michigan.  For  each  of  its  hearings,  the  Commission  produced  a 
transcript  (posted  on  its  website — www.uscc.gov)  and  a  letter  of 
transmittal  to  the  Congress  containing  findings  and  recommenda¬ 
tions.  The  Commission  also  received  a  number  of  briefings  by  offi¬ 
cials  of  executive  branch  agencies,  intelligence  community  agencies, 
and  the  armed  services,  including  a  full-day  briefing  by  the  Com¬ 
mander  of  the  U.S.  Strategic  Command  and  his  staff  at 
USSTRATCOM  Headquarters  at  Offutt  Air  Force  Base,  Nebraska. 

Commissioners  also  conducted  official  visits  to  China,  Hong 
Kong,  and  Taiwan.  In  these  visits,  the  Commission  delegations  met 
with  the  official  U.S.  government  representatives,  host  government 
officials,  representatives  of  the  U.S.  and  foreign  business  commu¬ 
nities,  representatives  of  American  news  media,  and  local  experts. 

The  Commission  also  relied  substantially  on  the  work  of  its  ex¬ 
cellent  professional  staff,  and  supported  outside  research  in  accord¬ 
ance  with  our  mandate. 

The  Report  includes  44  recommendations  for  Congressional  ac¬ 
tion.  Our  ten  most  important  recommendations  appear  on  page  14 
at  the  conclusion  of  the  Executive  Summary. 

We  offer  this  fourth  Annual  Report  to  the  Congress  in  the  hope 
that  it  will  be  useful  as  an  updated  baseline  for  assessing  progress 
and  challenges  in  U.S. -China  relations. 

Yours  truly, 


Larry  M.  Wortzel 
Chairman 


Carolyn  Bartholomew 
Vice  Chairman 
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Larry  M.  Wortzel,  Chairman 


Carolyn  Bartholomew,  Vice  Chairman 

Daniel  Blumenthal,  Commissioner 

Thomas  Donnelly,  Commissioner 
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EXECUTIVE  SUMMARY 

This  Report  sets  forth  the  Commission’s  analysis  of  the  U.S.- 
China  relationship  in  the  topical  areas  designated  by  the  Commis¬ 
sion’s  Congressional  mandate:  the  areas  for  the  Commission  to  con¬ 
sider  and  about  which  it  is  to  make  recommendations  to  the  Con¬ 
gress.  These  include  China’s  proliferation  practices;  the  qualitative 
and  quantitative  nature  of  economic  transfers  of  United  States  pro¬ 
duction  activities  to  China;  the  effect  of  China’s  development  on 
world  energy  supplies;  the  access  to  and  use  of  U.S.  capital  mar¬ 
kets  by  China;  China’s  regional  economic  and  security  impacts; 
U.S. -China  bilateral  programs  and  agreements;  China’s  compliance 
with  its  accession  agreement  to  the  World  Trade  Organization;  and 
the  implications  of  China’s  restrictions  on  freedom  of  expression. 
Our  analysis,  along  with  recommendations  to  the  Congress  for  ad¬ 
dressing  identified  concerns,  is  chronicled  in  the  Report,  and  sum¬ 
marized  herein. 

COMMISSION  ASSESSMENT  OF  U.S.-CHINA  ECONOMIC  AND 
SECURITY  RELATIONS 

Congress  gave  the  Commission  the  overarching  mission  of  evalu¬ 
ating  “the  national  security  implications  of  the  bilateral  trade  and 
economic  relationship  between  the  United  States  and  the  People’s 
Republic  of  China,”  and  reporting  its  evaluation  to  Congress  annu¬ 
ally  together  with  its  observations  specifically  concerning  the  top¬ 
ical  areas  listed  above.  The  Commission  takes  a  broad  view  of  “na¬ 
tional  security”  in  making  its  assessment  and  has  attempted  to 
evaluate  how  the  U.S.  relationship  with  China  affects  the  economic 
health  of  the  United  States  and  its  industrial  base,  the  military 
and  weapons  proliferation  dangers  China  poses  to  the  United 
States,  and  the  United  States’  political  standing  and  influence  in 
Asia. 

In  its  previous  three  annual  reports,  the  Commission  outlined  a 
number  of  worrisome  trends  in  the  economic  and  security  relation¬ 
ship  between  the  United  States  and  China.  The  Commission’s  as¬ 
sessment  for  2006  is  consistent  with  those  past  analyses,  but  this 
year  has  employed  the  notion  of  a  “responsible  stakeholder”  in  the 
international  community — that  is,  a  state  that  not  only  observes 
international  norms  but  works  to  strengthen  those  norms — as  a 
measure  of  Chinese  activities.  This  term  has  been  employed  by  sen¬ 
ior  members  of  the  Bush  Administration,  but  the  Commission  be¬ 
lieves  that  the  underlying  concept  has  informed  U.S.  policy  for 
many  years.  Unfortunately,  no  consistent  strategy  or  policy  has 
been  formed  to  achieve  these  goals.  It  is  the  Commission’s  judg¬ 
ment  that,  while  China’s  influence  is  growing  as  its  wealth  and 
power  increase,  and  there  remain  many  reasons  to  hope  that  China 
might  in  some  future  day  stand  as  a  pillar  of  the  international 
community,  its  behavior  as  yet  is  far  from  meeting  that  standard. 
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Indeed,  many  of  the  trends  of  the  past  year  raise  serious  doubts 
whether  China  is  yet  willing  or  prepared  to  play  such  a  role. 

The  Commission  further  observes  that  uncertainties  about  Chi¬ 
na’s  role  in  the  world  raise  serious  questions  for  the  United  States. 
No  nation  has  a  greater  interest  in  assuring  that  China’s  rise  to 
power  serves  to  strengthen  the  international  system  than  does  the 
United  States. 

Moreover,  the  Commission  concludes  that  the  matter  of  China’s 
role  as  responsible  stakeholder  is  a  matter  of  some  urgency:  the 
threats  to  international  security  arising  from  the  spread  of  ethnic 
conflict;  terrorism  and  weapons  of  mass  destruction;  the  challenges 
of  a  globalized  economy;  the  weaknesses  of  failed  and  failing  states; 
concerns  over  environmental  degradation  and  pandemic  diseases 
that  do  not  recognize  boundaries  or  state  sovereignty;  and,  perhaps 
most  of  all,  challenges  to  the  legitimacy  of  democratic  forms  of  gov¬ 
ernance  all  place  increasing  stresses  upon  the  international  com¬ 
munity.  The  preservation  of  peace,  prosperity,  health,  and  liberty 
all  require  that  China  contribute  to  the  global  public  interest  rath¬ 
er  than  continue  to  pursue  its  own  narrow  national  interests. 

COMMISSION  FINDINGS 

The  Report  presents  its  findings,  analyses,  and  recommendations 
to  Congress  in  12  segments  organized  in  six  chapters  in  response 
to  the  requirements  of  the  Commission’s  Congressional  mandate. 
However,  the  Commission  has  attempted  to  take  an  integrated  ap¬ 
proach  to  its  assessments,  believing  that  economic,  security,  and 
other  issues  are  essentially  interrelated.  The  intersections  of  U.S. 
geopolitical,  economic,  security,  diplomatic,  and  cultural  interests 
form  a  complex  web  of  concerns  that  comprise  the  overall  relation¬ 
ship  between  the  United  States  of  America  and  the  People’s  Repub¬ 
lic  of  China. 

The  Commission’s  findings  are  included  in  this  Executive  Sum¬ 
mary.  At  the  Summary’s  conclusion,  the  Commission’s  ten  key  rec¬ 
ommendations  are  listed.  The  Commission  makes  a  total  of  44  recom¬ 
mendations  to  the  Congress  in  this  Report.  Those  pertaining  to  each 
of  the  six  Report  chapters  appear  at  the  conclusion  of  the  chapter, 
and  a  comprehensive  list  is  provided  beginning  on  page  205. 

The  U.S.-China  Trade  and  Economic  Relationship 

Although  China  is  increasingly  integrated  in  the  global  economy, 
the  Commission  believes  that  profound  differences  remain  between 
the  open-market  approach  of  the  United  States  and  the  managed- 
trade  principles  and  predatory  practices  observed  by  the  Chinese 
government.  In  particular,  China’s  record  of  adhering  to  the  obliga¬ 
tions  it  incurred  upon  its  entry  into  the  World  Trade  Organization 
has  been  inconsistent,  and  it  remains  an  open  question  whether 
China  will  change  its  domestic  practices  to  observe  international 
trade  norms  or  will  continue  to  bend  current  norms  to  suit  its  do¬ 
mestic  practices. 

The  Commission  further  recognizes  that  the  Chinese  commit¬ 
ment  to  economic  reform,  modernization,  and  liberalization  faces 
formidable  handicaps  and  barriers  at  home,  not  the  least  being  the 
chaos  and  confusion  that  stem  from  China’s  sheer  size  and  are  ex- 
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acerbated  by  the  long  legacy  of  state  control.  Nonetheless,  China’s 
reluctance  to  proceed  with  reforms  and  its  delay  in  meeting  treaty 
obligations  betray  contradictions  in  Chinese  policy.  China’s  exces¬ 
sive  reliance  on  export-led  growth  has  created  and  is  deepening 
fundamental  distortions  in  the  Chinese  economy,  including  contin¬ 
ued  subsidies  to  state-owned  or  -controlled  enterprises,  a  seriously 
undervalued  currency,  and  a  financial  system  hobbled  by  corrup¬ 
tion  and  bad  loans.  China  has  long  argued  that  it  is  not  a  “non- 
market  economy,”  but  often  acts  as  though  it  intends  to  remain 
one. 

Findings 

The  Status  of  China’s  Compliance  with  its  World  Trade  Organiza¬ 
tion  Obligations  and  the  Impact  of  China’s  Industrial  Subsidies 
on  U.S.  and  Other  Markets 

•  China’s  adherence  to  its  many  World  Trade  Organization  (WTO) 
obligations  remains  spotty  and  halting  in  important  areas  five 
years  after  China  attained  membership.  As  a  result,  U.S.  export¬ 
ers  and  investors  face  a  variety  of  non-tariff  barriers  and  major 
impediments  to  conducting  business  in  China.  In  some  areas, 
such  as  banking  reform,  China  has  made  progress.  But  in  too 
many  cases,  the  government  has  delayed  and  even  backtracked 
on  its  obligations. 

•  China  “has  not  yet  fully  embraced  the  key  WTO  principles  of 
market  access,  non-discrimination,  and  national  treatment,  nor 
has  China  fully  institutionalized  market  mechanisms  and  made 
its  trade  regime  predictable  and  transparent  . . .  [and  China]  con¬ 
tinues  to  use  an  array  of  industrial  policy  tools  ...  to  promote  or 
protect  favored  sectors  and  industries,”  according  to  the  U.S. 
Trade  Representative.1 

•  China’s  failure  to  enforce  intellectual  property  rights  provides  a 
particularly  egregious  example  of  its  noncompliance  with  WTO 
rules.  China’s  refusal  to  protect  copyrights,  inventions,  brands, 
and  trade  secrets  has  placed  it  first  among  nations  on  the  U.S. 
Trade  Representative’s  “priority  watch  list”  of  countries  that  tol¬ 
erate  intellectual  piracy.2 

•  China  has  a  centralized  industrial  policy  that  employs  a  wide  va¬ 
riety  of  tools  to  promote  favored  industries.  In  particular,  China 
has  used  a  range  of  subsidies  to  encourage  the  manufacture  of 
goods  meant  for  export  over  the  manufacture  of  goods  meant  for 
domestic  consumption,  and  to  secure  foreign  investment  in  the 
manufacturing  sector. 

•  China  artificially  lowers  the  value  of  its  currency  to  maintain  an 
export-led  trade  policy.  The  State  Administration  for  Foreign  Ex¬ 
change  accomplishes  this  by  buying  dollars  and  other  foreign  cur¬ 
rency  in  China  at  a  fixed  rate  of  around  8  renminbi  to  the  dollar. 
Only  small  fluctuations  in  the  value  of  the  renminbi  are  allowed. 

•  At  times,  China’s  central  government  and  governing  bodies  in 
the  provinces  and  localities  appear  to  be  operating  at  cross  pur¬ 
poses.  Decisions  by  the  central  government  meant  to  comply  with 
WTO  rules  sometimes  are  ignored  in  the  provinces.  Regulations 
established  by  Beijing  are  not  necessarily  enforced  elsewhere. 
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China’s  Approach  to  Intellectual  Property  Rights  and  its  Production 
of  Counterfeit  Goods 

•  Despite  its  many  promises  to  comply  with  its  international  obli¬ 
gations  to  protect  intellectual  property,  China  has  failed  to  deter 
widespread  violations  of  trademarks,  copyrights,  and  patents. 
The  failure  stems  from  lenient  rules  and  regulations,  mild  pen¬ 
alties  for  transgressors,  and  an  overall  lack  of  enforcement.  Al¬ 
though  the  central  government  has  made  some  effort  to  pass 
stricter  laws,  enforcement  at  the  local  and  provincial  levels  lags 
far  behind.  Ultimately,  the  central  government  is  required  by  its 
World  Trade  Organization  membership  to  accept  responsibility. 

•  China’s  failure  to  protect  intellectual  property  is  a  serious  prob¬ 
lem  for  U.S.  competitiveness.  U.S.  intellectual  property  indus¬ 
tries  contribute  to  more  than  half  of  all  U.S.  exports  and  rep¬ 
resent  40  percent  of  U.S.  economic  growth.  While  the  full  extent 
of  loss  to  U.S.  industry  due  to  Chinese  intellectual  property 
rights  violations  is  unknown,  U.S.  industry  reports  losses  total¬ 
ing  billions  of  dollars.  The  U.S.  Chamber  of  Commerce  estimates 
that  the  global  intellectual  property  industry  loses  $650  billion 
annually  in  sales  due  to  counterfeit  goods.3  And  some  analysts 
estimate  that  China  is  responsible  for  as  much  as  70  percent  of 
this  counterfeit  goods  market.4  Annual  losses  to  the  U.S.  copy¬ 
right  industries  are  estimated  to  be  between  $2.5  billion  and  $3.8 
billion.6  And  U.S.  pharmaceutical  industries  lose  10  percent  to  15 
percent  of  annual  revenues  in  China  due  to  intellectual  property 
infringement.6 

•  The  Customs  Bureau  of  the  U.S.  Department  of  Homeland  Secu¬ 
rity  made  3,709  seizures  of  counterfeit  goods  originating  from 
China  in  fiscal  year  2005,  totaling  $64  million.7  Total  exports  of 
counterfeit  goods  from  China  to  the  United  States  generally  are 
estimated  to  be  much  higher  and  can  be  expected  to  increase 
even  further.  Not  only  is  China’s  enforcement  of  intellectual 
property  laws  weak,  but  China  also  has  liberalized  its  strict  ex¬ 
port  licensing  regime  to  allow  any  business  to  export.  As  more 
businesses  begin  to  export,  counterfeit  goods  will  be  easier  to 
ship. 

•  Counterfeit  exports  from  China  pose  a  health  and  safety  threat 
to  U.S.  citizens.  The  World  Health  Organization  reports  that 
counterfeit  pharmaceuticals  of  Chinese  origin  cost  pharma¬ 
ceutical  companies  $32  billion  a  year.8  Chinese  counterfeiters 
have  produced  batteries  that  explode  because  of  faulty  manufac¬ 
turing  and  engine  timing  belts  that  break  after  only  one-fifth  the 
time  of  the  authentic  product.9 

•  Counterfeit  products  account  for  15  percent  to  20  percent  of  prod¬ 
ucts  made  in  China  and  equal  eight  percent10  of  China’s  $2.2 
trillion11  gross  domestic  product  (GDP).  In  some  cities,  the  man¬ 
ufacturers  and  distributors  of  counterfeit  goods  are  the  major 
employers  and  the  dominant  contributors  to  the  tax  base. 

•  Many  local  governments  in  China  are  so  financially  dependent  on 
the  counterfeit  trade  that  they  are  reluctant  to  interfere  with  the 
violations,  and  officials  at  those  levels  often  profit  personally 
from  counterfeiting. 

•  Several  U.S.  industries,  particularly  those  dependent  on  copy¬ 
right  protections,  report  high  piracy  rates  of  their  products  in 
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China.  For  example,  the  piracy  rate  for  business  software  has 
reached  86  percent.12  In  this  situation,  the  WTO  dispute  settle¬ 
ment  mechanism  provides  the  strongest  enforcement  tool  avail¬ 
able  to  the  United  States  government  to  address  China’s  failure 
to  enforce  intellectual  property  rights. 

•  Market  barriers  to  American  exports  to  China  contribute  to  the 
climate  of  piracy  in  China.  When  U.S.  companies  experience  Chi¬ 
nese  government  censorship,  delays,  distribution  restrictions,  or 
other  barriers  in  getting  their  products  to  market,  counterfeiters 
move  in  first. 

China’s  Financial  System  and  Monetary  Policies  and  their  Effects 
on  the  United  States 

•  China’s  financial  system  is  an  increasingly  important  element  in 
Beijing’s  development  strategy  and  its  program  to  preserve  inter¬ 
nal  stability.  China’s  banks  serve  the  nation’s  development  strat¬ 
egy  in  several  key  ways.  The  banks,  which  are  predominantly 
state-owned  or  state-controlled  themselves,  often  are  called  on  to 
make  loans  to  other  state-owned  enterprises  without  attention  to 
creditworthiness,  collateral,  or  other  typical  lending  require¬ 
ments  of  banks  operating  in  real  market-driven  economies.  In¬ 
stead,  Chinese  banks  often  are  expected  to  grant  low  interest 
loans,  carry  large  amounts  of  defaulted  loans  on  their  books,  or 
forgive  such  debts  held  by  government-owned  companies.  In  a 
centrally  planned  economy  such  as  China’s,  these  loans  are  a  de¬ 
vice  for  subsidizing  various  activities  and  specific  industries  that 
China’s  power  structure  favors.  The  ultimate  goal  is  to  preserve 
internal  stability  and  strengthen  the  control  of  the  Chinese  Com¬ 
munist  Party. 

•  Serious  and  potentially  crippling  problems  threaten  the  financial 
system  in  China  and  render  it  vulnerable  to  excessive  volatility 
and  collapse.  These  problems  include  a  large  number  of  defaulted 
bank  loans,  an  underdeveloped  stock  and  bond  market,  an  imma¬ 
ture  insurance  system,  poor  accounting  practices,  and  excessive 
government  ownership  and  control  over  the  economy,  including 
a  refusal  to  let  the  currency  be  governed  by  market  forces.  China 
cannot  fully  develop  a  free-market  system  until  these  problems 
are  substantially  resolved. 

•  A  financial  crisis  in  China  would  harm  its  economy,  decrease 
China’s  purchase  of  U.S.  exports,  and  reduce  China’s  ability  to 
fund  U.S.  borrowing,  particularly  to  cover  the  U.S.  budget  deficit. 
An  economic  crisis  in  China  has  the  potential  to  raise  U.S.  inter¬ 
est  rates,  thereby  placing  major  additional  costs  on  U.S.  busi¬ 
nesses  and  individual  consumers  and  producing  dislocation  in  the 
U.S.  economy.  It  also  could  exacerbate  Chinese  domestic  political 
tensions  in  an  unpredictable  fashion.  This  is  why  the  condition 
of  China’s  financial  system  is  of  concern  to  the  United  States. 

•  The  Chinese  government’s  deliberate  undervaluation  of  the 
renminbi  makes  U.S.  products  more  expensive  to  Chinese  con¬ 
sumers  who  therefore  purchase  fewer  of  them.  Conversely,  Chi¬ 
na’s  undervalued  currency  also  makes  Chinese  products  cheaper 
in  the  United  States,  and  therefore  U.S.  consumers  purchase 
more  of  them.  The  combination  is  a  major  contributor  to  the 
record-high  and  still-growing  U.S.  trade  deficit.  The  undervalued 
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Chinese  currency  harms  American  competitiveness  and  is  also  a 
factor  encouraging  the  relocation  of  U.S.  manufacturing  overseas 
while  discouraging  investments  in  U.S.  exporting  industries. 

•  There  has  been  so  little  independent  regulation  of  accounting 
procedures  in  China  that  the  health  of  the  entire  securities  and 
insurance  sectors  remains  questionable.  Chinese  officials  remain 
highly  reluctant  to  allow  independent  and  objective  assessments 
of  the  financial  system  by  foreign  auditors  and  credit  rating 
agencies. 

•  The  ownership  of  U.S.  Treasury  securities,  government  agency 
bonds,  and  corporate  bonds  cannot  be  easily  tracked.  Foreign 
holders  of  U.S.  Treasury  securities,  including  foreign  central 
banks,  need  not  disclose  their  ownership  and  are  not  required  to 
do  so  either  by  the  United  States  or  by  international  agencies. 
The  lack  of  accurate  data  makes  it  difficult  to  predict  the  effect 
of  a  sell-off  by  any  one  country  of  dollar-denominated  assets. 

China’s  Global  and  Regional  Activities  and  Other 
Geostrategic  Developments 

In  recent  years,  China  has  begun  to  exercise  diplomatic  influence 
approaching  its  economic  importance.  If  China’s  willingness  to 
honor  its  trade  obligations  is  at  issue,  its  commitment  to  accept  its 
geopolitical  responsibilities  is  even  more  in  question. 

China’s  impact  is  felt  far  beyond  East  Asia.  In  the  Middle  East, 
in  Africa,  in  South  Asia,  and  in  Latin  America,  China  is  coming  to 
be  regarded  almost  as  a  second  superpower.  Of  particular  concern 
to  the  Commission  is  China’s  seeming  posture  as  a  potential  coun¬ 
terweight  to  the  United  States,  and  its  disposition  to  support  vola¬ 
tile  and  repressive  regimes  as  its  client  states.  China’s  continuing 
record  of  proliferation,  including  its  indulgence  of  North  Korea’s 
nuclear  and  missile  programs  and  its  involvement  in  Iran’s  pro¬ 
grams,  is  substantially  destabilizing.  And  China’s  apparent  willing¬ 
ness  to  value  its  own  energy  needs  above  the  needs  of  international 
security  is  indicative  of  a  nation  as  yet  unprepared  or  unwilling  to 
shoulder  the  burdens  of  a  stakeholder  state. 

Findings 

China’s  Regional  Activities 

•  China’s  stated  diplomacy  promotes  friendly  relations  with  other 
countries,  regional  peace  and  stability,  and  development  of  com¬ 
plementary  economic  cooperation.13  However,  some  of  China’s 
international  relationships,  namely  those  with  totalitarian,  re¬ 
pressive  governments,  conflict  with  U.S.  values. 

•  China’s  regional  activities  in  Latin  America,  Africa,  and  the  Mid¬ 
dle  East  and  around  East  Asia  are  beginning  to  assume  the  char¬ 
acter  of  a  counterbalancing  strategy  vis-a-vis  the  United  States. 
That  is,  China’s  support  for  rogue  regimes  and  anti-American 
governments  and  groups  in  vital  regions  serves  an  international 
purpose:  to  balance  American  power,  create  an  alternative  model 
of  governance,  and  frustrate  the  ability  of  the  international  com¬ 
munity  to  uphold  its  norms. 

•  China’s  economic  development  policies  can  exacerbate  instability 
in  volatile  regions.  Beijing’s  export-led  growth  has  magnified 
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trade  imbalances,  and  complicated  and  inhibited  local  economic 
development  strategies,  in  some  instances  undermining  the  abil¬ 
ity  of  governments  in  those  regions  to  prevent  or  respond  to  the 
rise  of  terrorist  groups. 

•  China’s  strategy  to  isolate  Taiwan  is  manifest  in  its  foreign  pol¬ 
icy  actions  around  the  world,  including  encouraging  other  nations 
to  switch  their  recognition  to  the  People’s  Republic  of  China,  and 
preventing  Taiwan  from  participating  in  international  organiza¬ 
tions. 

China’s  Proliferation  and  Involvement  in  North  Korea’s  and  Iran’s 
Nuclearization  Activities 

•  Chinese  companies  and  government  organizations  continue  to 
proliferate  weapons,  weapons  components,  and  weapons  tech¬ 
nology.  Some  of  these  transfers  violate  China’s  international  non¬ 
proliferation  agreements,  harm  regional  security  in  East  Asia 
and  the  Middle  East,  and  are  a  measure  of  China’s  failure  to 
meet  the  threshold  test  of  international  responsibility  in  the  area 
of  nonproliferation.  Given  strong  U.S.  interests  in  both  regions, 
Chinese  proliferation  threatens  U.S.  security  and  potentially 
could  place  at  risk  U.S.  troops  operating  in  those  regions. 

•  China  possesses  the  unique  ability  to  influence  North  Korea’s  ac¬ 
tions,  partly  because  of  the  great  extent  to  which  North  Korea 
depends  on  it  for  consistent  supplies  of  food  and  fuel.  Notwith¬ 
standing  its  commendable  efforts  to  persuade  North  Korea  to  re¬ 
main  involved  in  the  Six-Party  Talks  seeking  to  obtain  North  Ko¬ 
rean  agreement  to  end  its  nuclear  program,  China  has  refused 
to  use  its  leverage  effectively  to  pressure  North  Korea  to  cease 
its  nuclear  and  missile  development  activities  and,  in  particular, 
not  to  conduct  the  nuclear  test  it  conducted  in  October. 

•  Chinese  companies  and  government  organizations  continue  to  as¬ 
sist  Iran’s  missile  development  program,  and  have  aided  Iran’s 
nuclear  program.  China  also  has  refused  to  cooperate  in  the  ef¬ 
forts  by  a  number  of  nations  to  persuade  or  force  Iran  to  halt  its 
military  nuclear  program  and  instead  has  offered  political  and 
moral  support  for  Iran  and  obstructionism  in  the  United  Nations. 

•  China’s  continued  frustration  of  nonproliferation  efforts  may  pre¬ 
cipitate  additional  nuclear  proliferation,  including  nuclear  weap¬ 
ons  development  and  transfer  of  nuclear  weapons  to  non-nuclear 
nations  and  terrorists,  proliferation  of  other  weapons  of  mass  de¬ 
struction,  and  conventional  arms  races. 

China’s  Energy  Needs  and  Strategies 

•  China’s  strategy  of  securing  ownership  and  control  of  oil  and  nat¬ 
ural  gas  assets  abroad  could  substantially  affect  U.S.  energy  se¬ 
curity — reducing  the  ability  of  the  global  petroleum  market  to 
ameliorate  temporary  and  limited  petroleum  supply  disruptions 
in  the  United  States  and  elsewhere. 

•  In  2005,  China  became  the  second  largest  international  oil  con¬ 
sumer  after  the  United  States,  with  a  daily  demand  of  5.5  mil¬ 
lion  barrels  per  day.14  In  2006,  China  will  account  for  38  percent 
of  the  total  growth  in  world  oil  demand.15  The  continuation  of 
China’s  dramatic  year-over-year  increases  of  nearly  half  a  million 
barrels  per  day  (an  increase  of  approximately  16  percent  in  2005 
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and  14  percent  in  2006)16  in  petroleum  consumption  will  place 
growing  stress  on  the  world’s  energy  resources  and  distribution 
systems,  which  will  affect  the  supply  available  to  the  United 
States  and  the  cost  of  that  supply. 

•  China’s  energy  policies,  taken  as  a  whole,  are  not  consistent  with 
the  economic  or  geopolitical  behavior  of  a  responsible  stake¬ 
holder;  they  distort  markets  and  destabilize  volatile  regions.  As 
China’s  energy  needs  and  consumption  grow,  its  failure  to  ob¬ 
serve  these  international  norms  becomes  increasingly  problem¬ 
atic. 

•  The  air  pollution  resulting  from  China’s  energy  use  policies  and 
practices  not  only  is  exacting  a  toll  on  the  health  of  China’s  pop¬ 
ulation  and  ecology,  but  also  is  detrimentally  affecting  the  air 
quality  of  the  western  United  States. 

•  In  recent  years,  China  has  made  progress  in  instituting,  codi¬ 
fying,  and  enforcing  environmental  standards  and  controls  relat¬ 
ing  to  fuel  consumption  and  has  pursued  cleaner  coal-burning 
technologies,  but  still  faces  a  daunting  air  and  water  pollution 
crisis.  If  China  does  not  address  these  problems  aggressively,  it 
will  exacerbate  what  is  already  an  environmental  catastrophe. 

•  Some  U.S.  cooperative  efforts  with  China  on  energy  efficiency 
and  environmental  friendliness  have  realized  success,  offering 
limited  encouragement  that  the  rate  of  growth  of  China’s  energy 
consumption  can  be  slowed  and  the  environmental  consequences 
of  its  energy  use  mitigated.  Such  results  are  profoundly  in  the 
interest  of  the  United  States  as  well  as  China. 

China’s  Military  Power  and  Its  Effects  on  American  Inter¬ 
ests  and  Regional  Security 

A  consistent  theme  of  previous  Reports  by  the  Commission  has 
been  the  increasing  scope  and  pace  of  Chinese  military  moderniza¬ 
tion.  The  Commission  is  concerned  that  the  People’s  Liberation 
Army  (PLA)  may  be  pursuing  a  path  to  project  power  beyond  the 
immediate  needs  of  defending  the  mainland.  It  is  becoming  a  force 
capable  of  challenging  the  U.S.  military  in  the  western  Pacific  and 
beyond. 

The  pace  of  PLA  modernization  continues  to  exceed  U.S.  esti¬ 
mates.  The  Commission  believes  that  the  military  balance  in  East 
Asia  is  increasingly  favorable  to  China  and  increasingly  chal¬ 
lenging  to  U.S.  interests  and  allies.  The  Chinese  military’s  ability 
to  deny  access  and  freedom  of  operation  to  U.S.  forces,  and  its  fur¬ 
ther  ambitions  to  project  its  own  military  power,  are  accelerating. 
In  particular,  the  Commission  concludes  that  Taiwan’s  ability  to 
defend  itself  from  attack  and  intimidation  is  in  doubt  and  that 
China  could  impede  the  United  States’  ability  to  intervene  success¬ 
fully  in  a  crisis  or  conflict. 

Findings 

China’s  Military  Modernization 

•  China  continues  its  extensive  military  modernization  program. 
For  the  tenth  year  in  a  row,  China’s  new  annual  military  budget 
will  reflect  double-digit  growth  over  the  previous  year’s.  Accord¬ 
ing  to  Chinese  government  figures,  the  2006  budget  will  increase 
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14.7  percent  from  the  previous  year  to  approximately  $35  billion. 
The  Department  of  Defense  believes  China’s  actual  defense  ex¬ 
penditures  could  be  two  to  three  times  higher  at  $70-$105  billion. 

•  In  the  near  term,  among  China’s  principal  military  moderniza¬ 
tion  aims  are  to  deter  Taiwan  from  moving  toward  independence; 
to  defeat  and  occupy  Taiwan  if  it  declares  independence  and  to 
accomplish  this  before  U.S.  or  other  military  assistance  can  ar¬ 
rive;  and  to  deny  U.S.  forces  the  ability  to  intercede  effectively 
in  such  a  conflict  and  prevent  China  from  prevailing. 

•  Despite  calls  for  increased  transparency,  Beijing  continues  to 
shroud  much  of  its  military  structure,  activities,  and  intentions 
in  secrecy,  leading  to  increased  chances  for  misunderstanding 
and  potential  conflict. 

•  China  has  recognized  the  profound  effectiveness  and  strategic 
importance  of  force  multipliers  such  as  advanced  command,  con¬ 
trol,  communications,  computer,  intelligence,  surveillance,  and 
reconnaissance  (C4ISR)  capabilities  employed  by  U.S.  forces,  and 
it  is  exerting  great  efforts  to  enhance  its  C4ISR  abilities  and  in¬ 
tegrate  them  in  its  military  procedures.  Once  the  People’s  Libera¬ 
tion  Army  (PLA)  achieves  these  objectives,  it  will  be  a  much 
more  effective  and  formidable  fighting  force. 

•  China’s  military  intentions  beyond  Taiwan  remain  unclear.  The 
PLA  understands  itself  to  be  in  an  extended  military  competition 
with  the  United  States. 

•  The  PLA’s  doctrine  recognizes  that  to  succeed  against  a  sophisti¬ 
cated  potential  adversary  such  as  the  United  States,  it  must 
among  other  things  be  able  to  disrupt  the  adversary’s  C4ISR  ad¬ 
vantages  through  such  means  as  attacking  its  computer  and 
communications  systems.  Accordingly,  the  PLA  is  establishing  in¬ 
formation  warfare  units  and  capacities,  and  developing  anti-sat¬ 
ellite  capabilities. 

•  China  is  pursuing  measures  to  try  to  control  the  seas  in  the 
Western  Pacific  and  developing  space  warfare  weapons  that 
would  impede  U.S.  command  and  control. 

The  Effect  of  U.S.  and  Multilateral  Export  Controls  on  China’s 
Military  Modernization 

•  China  makes  a  concerted  effort  to  modernize  its  military  by  ob¬ 
taining  military-related  systems  and  technologies  from  other 
countries,  particularly  Russia.  China  uses  legal  and  illegal 
means,  including  espionage,  to  obtain  such  technologies  from  the 
United  States. 

•  There  is  only  one  full-time  U.S.  export  control  officer  stationed 
in  China  to  verify  that  licensed  U.S.  dual-use  items  are  used  in 
the  location  and  for  the  purpose  for  which  they  are  licensed. 
There  also  is  only  one  full-time  U.S.  export  control  officer  sta¬ 
tioned  in  Hong  Kong  to  verify  that  dual-use  items  licensed  for 
use  there  remain  in  Hong  Kong  and  are  used  as  intended  rather 
than  being  diverted,  possibly  to  China.  As  a  result,  it  is  impos¬ 
sible  to  adequately  oversee  compliance  with  U.S.  export  licensing 
requirements  by  licensees  in  China  or  Hong  Kong.  This  makes 
it  easier  for  militarily-sensitive  U.S.  materials  and  technology  to 
be  misused  or  diverted  without  detection  and  without  penalty  to 
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the  licensees  and  thereby  undermines  the  credibility  of  the  ex¬ 
port  control  process. 

•  China,  in  violation  of  a  U.S. -China  agreement,  often  fails  to 
schedule  timely  end-use  inspection  visits  of  dual-use  items  li¬ 
censed  for  export  to  China.  This  frustrates  U.S.  oversight  of  com¬ 
pliance  with  U.S.  export  licensing  requirements  by  licensees  in 
China,  and  makes  it  easier  for  militarily-sensitive  U.S.  materials 
and  technology  to  be  misused  or  diverted  without  detection  and 
without  penalty  to  the  licensees  and  thereby  undermines  the 
credibility  of  the  export  control  process. 

•  Export  controls  are  likely  to  be  substantially  effective  only  if  they 
are  multilateral,  if  there  are  no  notable  sources  of  the  controlled 
goods  and  technologies  who  choose  to  disregard  the  controls,  and 
if  all  source  nations  administer  and  enforce  the  restrictions  effec¬ 
tively.  While  unilateral  controls  may  delay  acquisition  of  con¬ 
trolled  goods  and  technologies  by  targeted  nations,  those  delays 
are  unlikely  to  be  significant  if  a  targeted  nation  is  intent  on  ac¬ 
quisition  and  if  other  nations  possess  and  are  willing  to  make 
available  the  goods  and  technologies. 

•  The  memberships  of  most  of  the  existing  multilateral  export  con¬ 
trol  regimes  have  not  agreed  that  China  should  be  a  target  of 
their  efforts  and  so  do  not  seek  to  impede  Chinese  acquisition  of 
the  items  and  technologies  of  which  they  try  to  facilitate  and  co¬ 
ordinate  control  by  their  member  nations.  Not  surprisingly, 
therefore,  these  regimes  and  their  controls  play  no  role  in  pre¬ 
venting  China  from  acquiring  items  and  technologies  the  United 
States  believes  are  militarily-critical.  This  highlights  the  fact 
that  effectively  controlling  the  acquisition  of  items  and  tech¬ 
nologies  by  a  particular  nation  requires  multilateral  agreement 
both  that  possession  of  the  items  and  technologies  should  be  con¬ 
trolled  and  that  the  nation  in  question  should  be  a  target  of  the 
controls. 

The  Military  Balance  Across  the  Taiwan  Strait 

•  The  cross-Strait  military  balance  of  power  currently  substantially 
favors  the  mainland.  China  possesses  advanced  aircraft,  sub¬ 
marines,  surface  vessels,  and  ballistic  missiles,  in  greater  quan¬ 
tities  and,  in  many  cases,  equal  or  greater  sophistication  than 
Taiwan’s.  In  an  all-out  conflict  between  the  two,  Taiwan,  if  rely¬ 
ing  only  on  its  own  capabilities,  would  be  unable  to  prevent 
China  from  ultimately  realizing  its  objectives. 

•  Taiwan  is  growing  increasingly  dependent  on  the  threat  of  inter¬ 
vention  from  the  United  States  to  deter  China  from  initiating 
hostile  action  against  Taiwan,  and  on  U.S.  intervention  to  sur¬ 
vive  any  attack  or  invasion  China  launches. 

•  The  People’s  Liberation  Army  (PLA)  Navy’s  surface  vessel  and 
submarine  force  is  capable  of  considerably  delaying  the  arrival  of 
any  naval  force  that  might  attempt  to  intervene  in  a  Taiwan  cri¬ 
sis  and  degrading  its  combat  power.  However,  the  lack  of  an  inte¬ 
grated  command,  control,  computer,  intelligence,  surveillance, 
and  reconnaissance  (C4ISR)  architecture  currently  precludes  the 
PLA  from  effective  joint  targeting  of  a  carrier  battle  group. 17 

•  There  is  substantial  agreement  among  experts  that  a  “window  of 
vulnerability”  will  exist  between  2008  and  2015  for  U.S.  forces 
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that  likely  would  be  involved  if  the  United  States  made  a  deci¬ 
sion  to  intervene  militarily  in  a  pre-conflict  China-Taiwan  crisis 
or  in  a  China-Taiwan  conflict.  Many  of  the  Chinese  moderniza¬ 
tion  programs  focused  on  Taiwan,  including  weapons  systems 
such  as  submarines,  destroyers,  cruise  missiles,  and  maneuver- 
able  ballistic  missiles,  and  advances  in  C4ISR  and  targeting,  will 
be  deployed  around  or  soon  after  2008,  while  some  U.S.  capabili¬ 
ties  to  defeat  these  advances,  such  as  ballistic  missile  defenses, 
littoral  strike  assets,  and  an  integrated  anti-submarine  warfare 
network,  probably  will  not  become  operational  until  approxi¬ 
mately  2015.  This  will  decrease  the  deterrent  effect  of  the  possi¬ 
bility  of  U.S.  intervention  in  a  China-Taiwan  conflict,  and  will  in¬ 
crease  the  cost  to  the  United  States  of  intervening. 

•  The  speed  and  force  with  which  a  U.S.  force  could  respond  to  a 
Taiwan  crisis  will  be  affected  by  the  degree  to  which  it  can  se¬ 
cure  access  to  bases  and  ports  in  the  region.  Access  to  such  facili¬ 
ties  in  Japan,  Singapore,  and  Philippines  would  be  especially  im¬ 
portant. 

•  Despite  disagreement  within  the  Legislative  Yuan,  the  Taiwan 
government  is  committed  to  its  own  defense  and  is  taking  meas¬ 
ures  to  improve  its  deterrent  posture.  It  has  begun  development 
of  an  indigenous  surface-to-surface  missile  and  is  seeking  to  pur¬ 
chase  greater  numbers  of  F-16  fighter  aircraft  from  the  United 
States. 

A  Case  Study  of  the  Automotive  Industry  that  Illustrates 
Challenges  to  U.S.  Manufacturing  and  the  U.S.  Defense 
Industrial  Base 

The  Commission  conducted  a  hearing  in  Dearborn,  Michigan  to 
examine  China’s  effects  on  the  U.S.  automotive  industry  and  their 
implications  for  the  U.S.  economy  and  security.  The  next  five  to  ten 
years  will  witness  a  new  phase  of  Chinese  economic  development: 
an  automotive  industry  capable  of  producing  a  large  volume  of  ve¬ 
hicles  of  sufficient  quality  to  compete  in  international  markets.  In¬ 
deed,  the  Commission  believes  China’s  goal,  once  its  production  ca¬ 
pacity  matures,  will  be  to  seize  significant  shares  of  markets 
abroad  rather  than  simply  to  provide  vehicles  for  domestic  con¬ 
sumption;  that  is,  China  will  continue  to  follow  its  model  of  export- 
driven  growth,  with  the  U.S.  market  serving  as  the  primary  target. 

China’s  rising  automotive  sector — Chinese  firms  already  are  an 
important  factor  in  auto  parts  and  other  subsidiary  industries — 
will  shake  the  international  car  market.  In  particular,  it  will  place 
additional  stress  on  the  U.S.  industry,  both  the  “Big  Three”  domes¬ 
tic  manufacturers  that  already  are  struggling  to  restructure  their 
businesses  to  remain  competitive  in  the  current  environment,  and 
those  foreign-based  firms  with  plants  in  the  United  States.  The 
many  subsidies  provided  by  the  Chinese  government  to  the  auto  in¬ 
dustry  will  quickly  distort  the  nature  of  the  market.  This  will  be 
true  especially  in  the  United  States,  where  markets  are  most  open. 

The  Chinese  challenge  to  the  U.S.  auto  industry  is  a  significant 
assault  on  American  manufacturing,  and  that  assault  is  increasing 
in  magnitude  and  in  pace.  The  automotive  sector  has  been  and  re¬ 
mains  a  core  element  in  the  U.S.  economy,  generating  great  wealth 
for  its  firms,  its  employees,  and  its  suppliers,  spurring  generations 
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of  economic  growth  across  the  country,  and  transforming  the  qual¬ 
ity  of  American  life.  While  China  has  yet  to  demonstrate  the  ability 
to  produce  automobiles  of  quality  in  great  volume,  there  is  no  rea¬ 
son  to  presume  that  it  will  not  do  so.  The  Commission  further  be¬ 
lieves  that  China’s  achievements  in  automotive  manufacturing 
serve  as  an  example  of  how  its  progress  up  the  “value-added”  chain 
of  manufacturing  has  begun  to  affect  the  U.S.  defense  industrial 
base.  The  downsizing  of  the  U.S.  auto  industry  is  having  enormous 
repercussions  as  important  skills  and  capabilities  are  lost.  Military 
supply  chains  are  inherently  vulnerable  to  unpredictable  shocks — 
as  the  shortages  of  parts  resulting  from  unanticipated  use  and  loss 
rates  in  Iraq  and  Afghanistan  clearly  demonstrate.  To  the  degree 
that  U.S.  military  systems  increasingly  rely  on  commercially  avail¬ 
able  components,  including  some  automotive  components,  produc¬ 
tion  and  supply  uncertainties  may  have  national  security  con¬ 
sequences. 

Findings 

•  China’s  automobile  production  capacity  already  exceeds  domestic 
demand  by  10  percent  to  20  percent.18  This  overcapacity  is  pro¬ 
jected  to  grow  to  8  million  vehicles  by  2010  and  it  is  very  likely 
that  China  will  begin  exporting  vehicles  to  the  United  States 
within  the  next  five  to  ten  years.  Chinese  industrial  subsidies, 
undervaluation  of  currency,  discriminatory  tariff  rates,  tax 
breaks,  and  a  host  of  other  unfair  trade  practices  will  make  the 
price  of  Chinese  vehicle  imports  artificially  low  in  foreign  mar¬ 
kets.  The  U.S.  auto  industry  will  find  it  difficult  to  compete  with 
unfairly-priced  imports  and  likely  will  lose  an  additional  share  of 
the  domestic  market. 

•  Serious  intellectual  property  violations  by  Chinese  companies  are 
harming  U.S.  consumers  and  American  manufacturers.  Auto 
parts  are  being  counterfeited,  intentionally  misrepresented,  and 
sold  as  genuine — all  in  direct  violation  of  both  China’s  trademark 
laws,  which  clearly  are  not  being  enforced,  and  China’s  World 
Trade  Organization  (WTO)  obligations.  American  citizens  are 
being  put  at  risk  as  inferior  Chinese  counterfeit  auto  parts  find 
their  way  under  the  hoods  of  vehicles  driven  on  our  streets,  while 
U.S.  companies  lose  significant  market  share  and  brand  reputa¬ 
tion  to  such  counterfeit  goods. 

•  Chinese  regulations  currently  require  automakers  to  exceed  a  40 
percent  domestic  content  requirement  or  face  higher  tariffs  on 
the  imported  auto  parts.  These  discriminatory  tariffs  pressure 
China-based  auto  assembly  companies  to  use  parts  manufactured 
in  China  rather  than  U.S. -manufactured  parts.  This  violates  the 
promises  China  made,  and  the  legal  obligations  it  assumed,  as 
part  of  its  accession  to  the  WTO.  These  regulations  are  intended 
to  force  U.S.  and  other  manufacturers  to  shift  parts  production 
to  China,  resulting  in  U.S.  manufacturers  losing  business  and 
U.S.  workers  losing  jobs. 

•  China’s  WTO-illegal  trade  practices  are  serving  to  hollow  out  the 
U.S.  manufacturing  base.  The  loss  of  America’s  sophisticated 
manufacturing  capabilities  has  serious  national  security  implica¬ 
tions.  As  the  U.S.  manufacturing  base  diminishes,  the  U.S.  mili¬ 
tary  risks  losing  its  ability  to  easily,  quickly,  and  reliably  procure 
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much-needed  weapons  systems,  components,  and  spare  parts. 
With  a  smaller  industrial  base  to  draw  from,  military  leaders  are 
increasingly  concerned  about  maintaining  warfare  capabilities, 
especially  in  the  event  of  actions  not  supported  by  the  People’s 
Republic  of  China. 

•  As  the  U.S.  defense  establishment  becomes  increasingly  reliant 
on  the  private  sector  for  commercial  off-the-shelf  parts  and  com¬ 
ponents,  the  military  risks  losing  control  of  its  supply  chain. 

•  The  problems  with  which  American  car  makers  and  parts  manu¬ 
facturers  are  struggling  exemplify  the  challenges  that  the  U.S. 
industrial  base  faces  as  China  expands  its  industrial  prowess 
and  continues  to  utilize  unfair  trade  advantages. 

China’s  Internal  Problems,  Beijing’s  Response,  and  Implica¬ 
tions  for  the  United  States 

Economic  progress  has  lifted  hundreds  of  millions  of  Chinese  out 
of  abject  poverty;  this  is  a  significant  achievement  for  China  and 
for  the  world.  However,  hundreds  of  millions  more  continue  to  live 
at  subsistence  levels  and  Chinese  growth  has  itself  created  or  exac¬ 
erbated  divisions  within  Chinese  society.  This  internal  instability 
often  elicits  a  repressive  response  from  Beijing.  The  Commission 
remains  concerned  about  the  international  consequences  that  may 
result  from  Chinese  internal  instability  and  is  at  the  same  time 
concerned  about  the  external  effects  of  the  Chinese  Communist 
Party’s  measures  to  retain  political  control.  China  suffers  from 
worsening  environmental  conditions,  endemic  corruption,  fear  of 
energy  shortages,  an  inadequate  public  health  system,  population 
shifts,  and  other  problems  that  provoke  chronic  social  discontent. 
The  Beijing  government’s  confusion  about  these  tremendous  issues, 
coupled  with  its  reluctance  and  delay  to  address  them,  is  itself  a 
further  problem.  China  remains  prone  to  treat  all  protest  or  polit¬ 
ical  disagreement  as  a  challenge  to  the  state  and  the  party  and  to 
respond  with  repressive  and  often  violent  measures.  Also  troubling 
to  the  Commission  is  China’s  frequent  tendency  to  try  to  refocus 
internal  dissent  toward  the  outside  world,  with  a  particular  empha¬ 
sis  on  Japan,  Taiwan,  and  the  United  States.  Whether  this  is  the 
government’s  intent  matters  little;  the  result  is  that  Chinese  pop¬ 
ular  opinion  is  inflamed  and  international  tensions  are  increased. 

Findings 

•  While  China’s  rapid  economic  development  continues,  serious  in¬ 
ternal  problems  exist,  such  as  environmental  degradation,  in¬ 
creased  energy  demand  that  threatens  to  outstrip  energy  sup¬ 
plies,  corruption,  censorship,  and  increasing  social  discontent. 

•  China  has  acknowledged  some  of  its  internal  problems  and  even 
enacted  rules  or  regulations  intended  to  address  them.  The  U.S. 
government  is  conducting  some  bilateral  programs  with  China 
aimed  at  remedying  internal  problems.  However,  China  is  not  al¬ 
locating  enough  of  its  own  time,  energy,  or  resources  to  effec¬ 
tively  solve  many  of  them. 

•  A  number  of  the  internal  challenges  facing  Beijing  have  inter¬ 
national  implications,  including  implications  for  the  region  and 
the  U.S.  Some  of  these  problems  are  not  limited  by  boundaries, 
such  as  pollution  and  epidemic  diseases  originating  in  China. 
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The  number  of  Americans  going  to  China,  the  increasing  number 
of  Chinese  going  abroad,  and  Beijing’s  failure  to  address  these 
problems  could  result  in  the  spread  of  epidemic  diseases  to  the 
United  States. 

•  The  constraints  of  China’s  one-party  system  limit  its  ability  to 
deal  with  its  internal  problems. 

China’s  Media  and  Information  Controls 

In  an  ongoing  effort  to  maintain  its  hold  on  power,  promote  na¬ 
tionalism,  limit  access  to  a  free  press,  and  stifle  dissent,  China  has 
been  increasing  its  control  over  media  and  information  flows,  in¬ 
cluding  the  Internet.  Through  this  control  and  manipulation,  the 
Chinese  government  shapes  public  opinion,  including  public  opin¬ 
ion  regarding  Taiwan  and  the  United  States.  This  creates  mis¬ 
understanding  and  can  induce  public  protests  against  foreign  coun¬ 
tries.  The  Commission  remains  concerned  about  the  long-term  ef¬ 
fects  of  these  practices  on  the  way  that  Chinese  citizens  who  are 
subjected  to  manipulated  and  highly  controlled  information  view 
the  United  States  and  other  democratic  nations. 

Findings 

•  The  Chinese  government  has  put  in  place  extensive  controls  to 
direct  the  flow  of  information  to  its  citizens,  stifling  dissent  and 
allowing  the  government  to  shape  public  opinion  and  views  of 
foreign  countries  such  as  the  United  States. 

•  The  use  of  legislation  and  the  imprisonment  of  journalists,  espe¬ 
cially  Chinese  employees  of  foreign  media,  have  led  the  Chinese 
media  to  “self-censor”  to  avoid  prosecution.  The  U.S.  government, 
media,  and  businesses  are  unable  to  obtain  basic  economic,  mar¬ 
ket,  demographic,  agricultural,  and  political  information. 

•  The  Chinese  government  filters  the  Internet,  using  regulation, 
software,  and  hardware  to  prevent  citizens  from  obtaining  access 
to  information  it  deems  unacceptable,  as  well  as  information 
from  foreign  media  sources.  Internet-related  U.S.  companies  that 
wish  to  do  business  in  China  are  forced  to  choose  between  com¬ 
plying  with  Chinese  regulations  that  limit  free  speech,  or  not  en¬ 
tering  the  Chinese  market  at  all. 

THE  COMMISSION’S  KEY  RECOMMENDATIONS 

The  Commission  believes  that  10  of  its  44  recommendations  to 
Congress  are  of  particular  significance.  These  are  presented  below 
in  the  order  in  which  they  appear  in  the  Report.  The  complete  list 
of  44  recommendations  appears  at  the  Report’s  conclusion,  on  page 
205. 

•  Pressing  a  WTO  case  against  China’s  IPR  violations — The 

Commission  recommends  that  Congress  urge  the  U.S.  Trade  Rep¬ 
resentative  to  press  ahead  aggressively  with  a  WTO  case  against 
China  for  its  manifest  failures  to  enforce  intellectual  property 
rights,  selecting  the  best  of  many  potential  cases  in  order  to  es¬ 
tablish  a  strong  precedent,  and  that  Congress  urge  the  U.S. 
Trade  Representative  to  enlist  other  nations  to  join  in  the  case. 
(Chapter  1) 
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•  Securing  China’s  cooperation  to  end  genocide  in  Darfur — 

The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  seek  direct  dialogue  and  cooperation  with  China  with 
regard  to  securing  a  resolution  to  the  conflict  in  the  Darfur  re¬ 
gion  of  Sudan  that  will  halt  the  genocide  occurring  there  and 
provide  security  and  basic  human  rights  for  the  affected  popu¬ 
lation.  Congress  should  instruct  the  Administration  to  report 
semiannually  on  China’s  actions  in  Sudan  and  any  progress  that 
has  been  made  through  dialogue  with  China.  (Chapter  2) 

•  Facilitating  Taiwan’s  participation  in  international  orga¬ 
nizations — The  Commission  recommends  that  in  response  to 
China’s  efforts  to  isolate  Taiwan,  Congress  encourage  the  Admin¬ 
istration  to  implement  a  long-term  policy  to  facilitate  Taiwan’s 
participation  in  international  organizations  and  activities  for 
which  statehood  is  not  a  prerequisite,  such  as  the  World  Health 
Organization,  the  Community  of  Democracy,  the  Proliferation  Se¬ 
curity  Initiative,  and  other  multilateral  public  health, 
counterproliferation,  counterterror,  and  economic  organizations 
as  appropriate.  Congress  should  instruct  the  Administration  to 
report  annually  on  its  actions  to  ensure  that  Taiwan  is  not  iso¬ 
lated  in  the  world  community.  ( Chapter  2) 

•  Inspecting  North  Korean  ships  at  sea  and  containers  in 
Chinese  ports — The  Commission  recommends  that  Congress 
urge  the  Administration  to  seek  agreement  with  China  to  carry 
out  inspections  at  sea  of  ships  bound  to  or  from  North  Korean 
ports  and  establish  a  U.S. -China  joint  operation  to  inspect  for 
contraband  all  shipping  containers  being  moved  to  or  from  North 
Korea  when  they  pass  through  Chinese  ports,  in  fulfillment  of 
the  obligations  under  U.N.  Security  Council  Resolution  1718  to 
prevent  the  sale  or  transfer  of  missiles,  and  nuclear  and  other 
weapons-related  materials  and  technologies,  to  and  from  North 
Korea.  ( Chapter  2) 

•  Permitting  sanctions  against  Chinese  parent  companies  of 
proliferating  subsidiaries — The  Commission  recommends  that 
current  sanctions  against  Chinese  companies  that  proliferate 
equipment  and  technology  related  to  weapons  of  mass  destruc¬ 
tion  and  their  delivery  systems  be  broadened  and  harmonized  for 
increased  effectiveness.  The  Commission  recommends  that  Con¬ 
gress  expand  current  sanctions  regimes  to  extend  penalties  to  the 
Chinese  parent  company  of  a  subsidiary  that  engages  in  pro¬ 
liferation  activities,  regardless  of  the  parent  company’s  knowl¬ 
edge  of  or  involvement  in  the  problematic  transaction.  Access  to 
U.S.  markets  (including  capital  markets),  technology  transfers, 
and  U.S.  government  grants  and  loans  should  be  restricted  from 
proliferating  companies  and  their  Chinese  parent  companies  and 
related  subsidiaries  irrespective  of  the  related  firms’  knowledge 
of  the  transfers  in  question.  ( Chapter  2) 

•  Insisting  China  fulfill  its  obligations  under  U.N.  Resolu¬ 
tions  sanctioning  North  Korea  for  proliferation — The  Com¬ 
mission  recommends  that  Congress  instruct  the  Administration 
to  insist  that  China  fulfill  its  obligations  under  U.N.  Security 
Council  Resolutions  1695  and  1718  and  take  more  significant 
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measures  to  denuclearize  the  Korean  peninsula  and  counter 
North  Korean  proliferation  activities.  The  Congress  should  fur¬ 
ther  instruct  the  Administration  to  report  semiannually  about 
specific  actions  the  Chinese  government  has  taken  in  this  regard. 
( Chapter  2) 

•  Conducting  a  strategic  dialogue  about  the  use  of  space — 

The  Commission  recommends  that  Congress  direct  the  Adminis¬ 
tration  to  engage  in  a  strategic  dialogue  with  China  on  the  im¬ 
portance  of  space  surveillance,  the  military  use  of  space,  and 
space  weapons.  Such  a  dialogue  should  include  strategic  warning 
and  verification  measures.  ( Chapter  3) 

•  More  effectively  assessing  China’s  military  moderniza¬ 
tion — The  Commission  recommends  that  Congress  instruct  the 
Director  of  National  Intelligence,  working  with  the  Department 
of  Defense,  to  formulate  and  establish  a  more  effective  program 
for  assessing  the  nature,  extent,  and  strategic  and  tactical  impli¬ 
cations  of  China’s  military  modernization  and  development. 
( Chapter  3) 

•  Tracing  supply  chains  of  critical  weapons  systems — The 

Commission  recommends  that  Congress  require  the  U.S.  Depart¬ 
ment  of  Defense  to  trace  the  supply  chains  of  all  components  of 
critical  weapons  systems.  ( Chapter  4) 

•  Prohibiting  U.S.  companies  from  disclosing  information 
about  Chinese  users  or  authors  of  online  content — The  Com¬ 
mission  recommends  that  Congress  prohibit  disclosure  by  U.S. 
companies  to  the  Chinese  government,  in  the  absence  of  formal 
legal  action  by  the  Chinese  government,  of  information  about 
Chinese  users  or  authors  of  online  content.  Congress  should  re¬ 
quire  that  where  a  U.S.  company  is  compelled  to  act,  it  shall  in¬ 
form  the  U.S.  government.  A  compilation  of  this  information 
should  be  made  publicly  available  semi-annually.  ( Chapter  6) 
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INTRODUCTION 

China’s  embrace  of  economic  modernization  and  the  collapse  of 
the  Soviet  Union  created  a  new  basis  for  U.S. -China  relations  and 
removed  the  old  one;  there  are  new  shared  interests  and  the  old 
common  enemy  is  no  more.  China  also  is  asserting  itself  on  the 
world  stage — both  economically  and  politically — and  the  United 
States  increasingly  finds  China  is  a  major  force  to  be  taken  into  ac¬ 
count  with  respect  to  U.S.  international  activities  and  policies. 

When  Congress  approved  Permanent  Normal  Trade  Relations 
(PNTR)  with  China  in  2000,  it  not  only  sought  to  place  bilateral 
trade  relations  on  a  solid  footing  and  clear  the  way  for  China’s 
entry  into  the  World  Trade  Organization  (WTO),  but  it  also  hoped 
China’s  WTO  membership  and  exposure  to  the  global  trading  sys¬ 
tem  would  move  China  toward  democracy,  and  toward  a  free  mar¬ 
ket  economy. 

The  plan  was  that,  by  establishing  a  free  market  economy,  par¬ 
ticipating  responsibly  in  the  international  framework  of  economic 
and  security  agreements  that  unite  the  world  community  of  the 
early  21st  Century,  and  exhibiting  comportment  appropriate  to  the 
world’s  leading  nations,  China  would  assume  a  world  leadership 
role  appropriate  to  its  size,  power,  and  history.  More  narrowly,  the 
Congress  hoped  China’s  WTO  accession  would  open  China’s  market 
to  sales  of  U.S. -manufactured  goods  and  services. 

The  debate  on  the  PNTR  legislation  (signed  into  law  as  Public 
Law  106-286)  made  this  clear.  Representatives  and  Senators  laid 
out  their  expectations  of  the  effects  of  extending  PNTR  and  sup¬ 
porting  China’s  WTO  membership.  Prior  to  Congressional  action  on 
the  legislation,  the  executive  branch  also  stated  its  expectations. 
Indeed,  in  the  years  preceding  that  action,  presidents  of  both  par¬ 
ties  played  a  major  role  in  shaping  Congress’s  and  the  public’s  ex¬ 
pectations  of  what  would  transpire  if  China  were  accepted  into  the 
WTO. 

That  debate  reflected  a  consistent  American  government  vision 
for  a  future  China,  hoping  it  would  choose  to  become  a  cooperating 
member  of  an  open,  rules-based  international  system — an  active 
and  responsible  member  of  the  community  of  leading  nations. 

To  better  define  that  concept,  the  Commissioners  reviewed  Con¬ 
gressional  and  executive  branch  expectations  expressed  prior  to  the 
vote  to  grant  PNTR  status  in  order  to  use  them  as  a  benchmark 
against  which  to  gauge  China’s  domestic  and  international  eco¬ 
nomic,  political,  and  security  actions. 

Among  the  goals  espoused  by  Members  of  Congress  and  the  exec¬ 
utive  branch  were  that  China  would — 

•  adhere  to  the  rules  of  a  “rules-based  trading  system;” 

•  open  its  markets  to  American  exporters,  investors,  businesses, 
and  farmers; 
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•  become  a  member  of  the  community  of  nations  that  promotes 
democratic  government  and  human  dignity; 

•  permit  the  spread  of  free  thinking  and  ideas  including  via  the 
Internet; 

•  reduce  tensions  across  the  Taiwan  Strait; 

•  promote  peace  and  stability  in  the  world;  and 

•  avoid  a  new  arms  race  elsewhere  in  Asia. 

One  Member  of  Congress  anticipated  that  the  economic  forces 
that  would  be  released  by  free  trade  and  commerce  would  over¬ 
whelm  the  forces  in  China  seeking  to  maintain  socialism,  repres¬ 
sion,  and  totalitarianism.  He  went  on  to  express  his  hope  that  “po¬ 
litical  freedom  will  follow  economic  freedom,”  a  sentiment  that 
summed  up  the  aspirations  of  many  of  his  colleagues. 

There  was  agreement  among  many  Members  of  Congress  that 
China’s  compliance  with  the  rules  of  the  WTO — to  which  it  agreed 
in  order  to  accede — should  be  the  new  standard  against  which  Chi¬ 
na’s  government’s  actions  should  be  measured. 

A  number  of  Senators  and  Representatives  expressed  the  view 
that  it  will  be  essential  for  Congress  to  watch  China  because  Chi¬ 
na’s  activities  in  the  world  likely  will  be  of  great  importance  to  the 
United  States  and  will  have  a  profound  effect  on  U.S.  values  and 
interests.  One  reason  this  was  of  special  concern  was  that  by  ap¬ 
proving  the  PNTR  legislation  and  China’s  accession  to  the  WTO, 
Congress  gave  up  the  right  to  review  China’s  trade  status  annually 
and,  based  on  that  review,  affirmatively  determine  that  status  for 
the  subsequent  year. 

Some  Senators  and  Representatives  feared  this  might  result  in 
Congress  overlooking  significant  events  or  trends  that  should  be 
considered  and  addressed  by  the  U.S.  government.  To  prevent  this 
from  occurring,  they  concluded  they  should  establish  mechanisms 
to  maintain  current  knowledge  about  China’s  actions  and  call  those 
of  significance  to  Congress’s  attention.  Toward  this  end,  Congress 
established  two  commissions:  the  Congressional-Executive  Commis¬ 
sion  on  China  and  this  Commission — initially  designated  the  U.S.— 
China  Security  Review  Commission  (later  re-titled  the  U.S.-China 
Economic  and  Security  Review  Commission). 

The  topics  that  Congress  charged  this  Commission  to  monitor 
and  report  on  to  Congress  reflect  the  longstanding  American  belief 
that  a  state’s  fundamental  character  is  embodied  in  all  its  actions 
and  activities,  and  that  economic  and  security  matters  are  but  two 
faces  of  a  single  coin.  They  also  offer  a  statement  of  the  areas  of 
Chinese  activity  that  were  of  greatest  concern: 

•  China’s  proliferation  of  weapons  of  mass  destruction  and  other 
weapons  (including  dual-use  technologies),  and  actions  the 
United  States  might  take  to  encourage  China  to  stop  prolifer¬ 
ating 

•  The  transfer  of  U.S.  high  technology,  manufacturing,  and  re¬ 
search  and  development  activities  to  China,  and  the  impact  of 
such  transfers  on  U.S.  national  security  including  U.S.  eco¬ 
nomic  security  and  the  standard  of  living  of  its  citizens 

•  The  adequacy  of  United  States  export  control  laws 

•  China’s  effect  on  world  energy  supplies  and  how  the  United 
States  can  influence  China’s  energy  policy 
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•  China’s  access  to  and  use  of  U.S.  capital  markets,  and  whether 
existing  disclosure  and  transparency  rules  are  adequate  to 
identify  Chinese  companies  engaged  in  activities  injurious  to 
U.S.  interests 

•  The  triangular  economic  relationship  among  the  United  States, 
Taiwan,  and  China 

•  China’s  military  modernization  and  force  deployments  aimed 
at  Taiwan 

•  China’s  national  budget  and  fiscal  strength  in  relation  to  its  in¬ 
ternal  instability,  and  the  likelihood  that  problems  arising 
from  such  internal  instability  will  be  externalized 

•  China’s  compliance  with  agreements  on  prison  labor  imports 
and  intellectual  property  rights  and  U.S.  actions  to  enforce 
those  agreements 

•  China’s  compliance  with  its  accession  agreement  to  the  World 
Trade  Organization 

•  The  implications  for  its  economic  and  security  relations  with 
the  United  States  of  China’s  restrictions  on  access  to  informa¬ 
tion  and  free  speech  by  its  citizens. 

When  he  signed  the  legislation  on  October  10,  2000  authorizing 
PNTR  status  for  China,  President  Bill  Clinton  noted  that  it  was  a 
major  step  toward  China’s  entry  into  the  WTO.  He  said  he  also  be¬ 
lieved  this  would  hasten  the  process  of  opening  markets  for  the 
United  States,  accelerate  the  information  revolution  in  China,  and 
strengthen  the  rule  of  law  in  China  while  building  a  “safer,  more 
integrated  world.”1 

On  December  27,  2001,  as  President  George  W.  Bush  signed  a 
proclamation  granting  PNTR  status  to  China,  he  said  that  “[t]his 
is  the  final  step  in  normalizing  U.S. -China  trade  relations  and  wel¬ 
coming  China  into  a  global,  rules-based  trading  system.” 

The  comments  of  both  presidents,  other  executive  branch  offi¬ 
cials,  and  Members  of  Congress  during  the  debate  on  whether  to 
grant  PNTR  status  to  China  offered  some  important  ingredients  for 
a  coherent  and  comprehensive  U.S.  policy  toward  China,  but  even 
their  aggregation  did  not  compose  such  a  policy.  To  date,  a  com¬ 
prehensive  policy  unfortunately  has  not  been  developed  and  enun¬ 
ciated. 

Robert  Zoellick,  former  Deputy  Secretary  of  State  in  the  George 
W.  Bush  Administration,  came  closest  to  attempting  that.  He  advo¬ 
cated  a  policy  encouraging  China  to  be  a  full  member  of  the  inter¬ 
national  system  and  to  accept  the  role  of  what  he  termed  “respon¬ 
sible  stakeholder.”2  Zoellick  identified  U.S.  business  concerns 
about  whether  Chinese  policies  are  adequate  to  stop  “rampant  pi¬ 
racy,  counterfeiting,  and  currency  manipulation”  and  whether 
China  was  pursuing  “mercantilist  . . .  policies  [that]  will  try  to  di¬ 
rect  controlled  markets  instead  of  opening  competitive  markets.” 

Referring  to  the  worries  the  Bush  Administration’s  Department 
of  Defense  had  expressed  in  its  Annual  Report  to  Congress  on  the 
Military  Power  of  the  People’s  Republic  of  China  about  the  lack  of 
transparency  in  China’s  military  growth  and  how  it  will  use  its  in¬ 
creasing  military  power,  Zoellick  said  these  uncertainties  have 
caused  the  United  States  and  other  nations  to  “hedge  their  rela¬ 
tions  with  China.”  He  encouraged  China  to  “openly  explain  its  de¬ 
fense  spending,  intentions,  doctrine,  and  military  exercises.” 
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Former  Deputy  Secretary  Zoellick’s  concept  of  “responsible  stake¬ 
holder”  provides  a  strong  beginning  point  for  a  coherent  and  com¬ 
prehensive  policy  toward  China  that  has  been  missing  in  the 
United  States  for  the  past  quarter  century.  The  Commission  be¬ 
lieves  the  United  States  should  have  such  a  policy  and  that  the 
Congress  should  play  an  important  role  in  its  development. 

The  Commission  recognizes  that  China  sees  the  concept  of  na¬ 
tionhood  and  sovereignty,  the  responsibilities  of  nations  to  each 
other,  and  the  responsibilities  of  nations  to  their  own  citizens 
through  a  different  prism  than  does  the  United  States.  That  is  nei¬ 
ther  surprising  nor  necessarily  inappropriate.  Nonetheless,  there 
are  certain  immutable  standards  to  which  the  world’s  leading  na¬ 
tions  subscribe  or  adhere  in  similar  form.  For  example,  when  na¬ 
tions  such  as  China  choose  to  enter  the  global  arena  by  voluntarily 
making  international  agreements,  the  universal  concept  of  hon¬ 
oring  one’s  commitments  should  and  does  apply. 

From  Congressional,  executive  branch,  academic,  and  think-tank 
commentary,  the  Commission  has  distilled  what  it  believes  to  be 
the  elements  of  an  American  understanding  of  what  it  means  to  be 
a  responsible  member  of  international  society.  It  believes  these  ele¬ 
ments,  including  the  following  features,  should  be  applied  to  China: 

•  Responsible  nations  abide  by  the  rules — both  the  letter  and  the 
spirit  of  agreements  into  which  they  enter,  whether  bilateral  or 
multilateral. 

•  In  an  economic  sense,  responsible  nations  abide  by  inter¬ 
national  trade  agreements  to  which  they  are  a  party  and  pro¬ 
mote  free  and  fair  trade,  and  they  participate  in  international 
resource  markets  in  ways  that  do  not  distort  or  destabilize 
those  markets  or  deny  other  states  access  to  natural  resources, 
especially  energy. 

•  From  a  geopolitical  standpoint,  responsible  nations  contribute 
to  international  security,  good  governance,  transparency,  and 
accountability;  do  not  upset  the  international  political  system; 
and  do  not  seek  to  disrupt  the  spread  of  representative  govern¬ 
ments. 

•  From  a  military  and  security  standpoint,  responsible  nations 
do  not  disrupt  or  destabilize  the  military  balances  that  under¬ 
pin  global  and  regional  security. 

•  In  addressing  other  global  problems,  responsible  nations  work 
to  improve  their  environments  and  the  health  status  of  their 
people  and  advance  their  own  domestic  development  in  ways 
that  support  international  norms  on  issues  such  as  human  po¬ 
litical  rights,  press  freedom,  religious  freedom,  government 
transparency,  controlling  corruption,  and  labor  rights. 

The  Commission  believes  these  standards  should  be  used  to 
measure  China’s  actions  and  activities.  This  report  compares  what 
China  has  done  during  the  past  year  in  the  areas  of  the  Commis¬ 
sion’s  Congressional  mandate  to  these  standards.  We  hope  it  will 
assist  Congress  to  determine  how  it  generally  should  respond  to 
China  in  order  to  protect  U.S.  interests.  More  specifically,  the  Com¬ 
mission  offers  an  agenda  of  proposed  Congressional  actions  it  be¬ 
lieves  will  most  directly  secure  those  interests. 
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CHAPTER  1 


THE  U.S.-CHINA  TRADE  AND  ECONOMIC 
RELATIONSHIP 

OVERVIEW 

China  is  America’s  third  largest  trading  partner,  behind  Canada 
and  Mexico.1  But  China’s  trade  relationship  with  the  United  States 
is  extremely  unbalanced.  China  exports  to  the  United  States  six 
times  the  value  that  it  imports  from  the  United  States.  In  2005, 
total  U.S.  exports  to  China  were  $41.8  billion,  while  imports  from 
China  amounted  to  $243.4  billion.2  In  2006,  these  numbers  are  es¬ 
timated  to  increase  to  $56.3  billion  and  $284.9  billion,  respec¬ 
tively.3  Although  this  lopsided  economic  relationship  has  led  to 
heightened  tensions  between  the  two  countries,  the  bilateral  trade 
imbalance  continues  to  grow.  In  2006,  China’s  trade  surplus  with 
the  United  States  is  expected  to  increase  13  percent  to  $228.6  bil¬ 
lion. 

China’s  global  current  account  surplus,  the  broadest  measure  of 
trade  and  investment  flows,  continues  to  accelerate.4  Foreign  direct 
investment  in  China  increasingly  affects  the  volume  and  type  of 
China’s  international  trade.  Foreign-funded  firms  operating  in 
China  dominate  the  landscape  of  international  trade.  In  2005,  58 
percent  of  China’s  exports  came  from  foreign-invested  enterprises.5 
The  dominance  of  foreign  capital  in  the  export  sector  is  a  reflection 
of  Chinese  industrial  policy,  which  attempts  to  attract  foreign  in¬ 
vestment  to  export-related  manufacturing  enterprise  in  China. 
Among  the  direct  incentives  for  such  foreign  investment  are  tax 
breaks,  low-interest  loans,  discounts  on  land  purchases,  and  gov¬ 
ernment-provided  infrastructure  enhancements. 

Trade  tensions  between  the  United  States  and  China  are  height¬ 
ened  by  China’s  failure  to  abide  by  the  international  trade  agree¬ 
ments  to  which  it  is  a  party.  For  example,  China  agreed  in  2001 
as  part  of  its  application  to  join  the  World  Trade  Organization  to 
eliminate  certain  government  subsidies  meant  to  encourage  ex¬ 
ports.  China,  however,  still  has  an  industrial  policy  that  employs 
a  wide  variety  of  subsidies  to  promote  favored  industries.  As  a  re¬ 
sult,  U.S.  exporters  and  some  U.S.  investors,  particularly  those  in 
financial  services,  face  a  variety  of  non-tariff  barriers  and  major 
impediments  to  conducting  business  in  China. 

The  U.S. -China  trade  and  investment  relationship  exposes  U.S. 
industry  and  the  U.S.  innovation  base  to  huge  levels  of  intellectual 
property  theft — in  the  case  of  entertainment  software,  approaching 
the  100  percent  level.  This  is  a  growing  problem  for  U.S.  competi¬ 
tiveness  as  intellectual  property  industries  contribute  to  more  than 
half  of  all  U.S.  exports  and  represent  40  percent  of  U.S.  economic 

(25) 


26 


growth.  Fifty-five  percent  of  U.S.  companies  operating  in  China 
were  hurt  by  intellectual  property  rights  violations  according  to  a 
business  association  survey  in  2006. 6  The  U.S.  Chamber  of  Com¬ 
merce  estimates  that  the  global  intellectual  property  industry  loses 
$650  billion  in  sales  due  to  counterfeit  goods.7  And  some  analysts 
estimate  that  China  is  responsible  for  as  much  as  70  percent  of  this 
counterfeit  goods  market.8 

U.S.  businesses  and  workers  and  the  overall  U.S. -China  trade 
and  investment  relationship  are  vulnerable  to  harm  from  China’s 
non-market-oriented  financial  system  and  monetary  policy,  as  well. 
For  example,  China  maintains  an  extensive  system  of  subsidies  for 
manufacturing  based  in  China,  from  easy  money  and  loan  forgive¬ 
ness  from  the  banks  to  an  artificially  low  exchange  rate  for  the 
renminbi.  Chinese  banks  are  predominately  state-owned  or  state- 
controlled  and  often  are  expected  to  grant  loans  with  below-market 
interest  rates,  carry  large  amounts  of  defaulted  loans  on  their 
books,  or  forgive  such  debts  of  government-owned  companies.  In  a 
centrally  planned  economy  such  as  China’s,  these  loans  are  a  de¬ 
vice  to  preserve  internal  stability  and  strengthen  the  control  of  the 
Chinese  Communist  Party.  Furthermore,  China’s  government 
undervalues  the  renminbi  relative  to  the  dollar  at  a  level  estimated 
by  most  economists  to  be  between  15  percent  to  40  percent.9  The 
undervalued  renminbi  makes  U.S.  products  more  expensive  in 
China  than  they  would  be  if  the  renminbi  were  allowed  to  seek  its 
own  level  in  the  international  currency  markets.  As  a  result,  U.S. 
manufacturers  are  able  to  sell  fewer  of  their  goods  to  China.  Con¬ 
versely,  the  undervalued  renminbi  makes  Chinese  products  less  ex¬ 
pensive  in  the  United  States  than  they  would  be  if  the  inter¬ 
national  currency  market  were  allowed  to  determine  the  relative 
value  of  the  two  currencies.  Therefore,  U.S.  consumers  buy  more 
from  China.  The  failure  to  address  this  problem  is  increasingly  a 
factor  in  U.S.  companies  relocating  production  to  China.  The  over¬ 
all  result  is  a  growing  U.S.  current  account  deficit  and  increasing 
ownership  of  U.S.  debt  instruments  by  the  Chinese.  The  Chinese 
banks  now  have  $1  trillion  in  foreign  currency  reserves,  the  major¬ 
ity  of  which  is  held  in  U.S.  dollar-denominated  bonds.10 

As  China  approaches  the  fifth  anniversary  of  its  admission  to  the 
World  Trade  Organization  on  December  11,  2006,  these  problems 
stand  out  as  major  impediments  to  a  more  equitable  and  rules- 
based  trading  relationship  between  China  and  the  United  States. 
There  is  a  great  deal  at  stake  in  the  seeming  minutiae  of  trade 
agreements,  because  the  decisions  of  two  of  the  world’s  economic  gi¬ 
ants  have  consequences  for  their  1.6  billion  residents  as  well  as  for 
those  in  Europe,  Africa,  and  Latin  America.  Jobs,  industries,  and 
entire  regions  can  be  jeopardized  by  the  irresponsible  actions  of 
other  nations  in  a  global  economic  system  that  is  ever  more  inter¬ 
twined.  This  chapter  will  highlight  some  of  the  problems  that  con¬ 
tinue  to  rend  the  fabric  of  fair  trade:  currency  manipulation,  coun¬ 
terfeiting,  export  subsidies,  industrial  polices  aimed  at  discouraging 
imports  and  encouraging  exports,  hidden  trade  barriers,  and  dis¬ 
crimination  against  foreign  investors.  None  of  these  practices  is 
permitted  by  any  of  the  trade  agreements  that  China  and  the 
United  States  have  signed.  Acknowledging  the  harm  that  Chinese 
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practices  do  to  workers,  consumers,  and  investors  in  each  country 
is  the  first  step  in  the  reform  that  must  follow. 

SECTION  1:  THE  STATUS  OF  CHINA’S  COMPLIANCE  WITH 
ITS  WORLD  TRADE  ORGANIZATION  OBLIGATIONS 
AND  THE  IMPACT  OF  CHINA’S  INDUSTRIAL  SUBSIDIES 
ON  U.S.  AND  OTHER  MARKETS 


The  Commission  shall  investigate  and  report  on  “WORLD 
TRADE  ORGANIZATION  COMPLIANCE— The  compliance  of 
the  People’s  Republic  of  China  with  its  accession  agreement  to 
the  World  Trade  Organization.” 


Key  Findings 

•  China’s  adherence  to  its  many  World  Trade  Organization  (WTO) 
obligations  remains  spotty  and  halting  in  important  areas  five 
years  after  China  attained  membership.  As  a  result,  U.S.  export¬ 
ers  and  investors  face  a  variety  of  non-tariff  barriers  and  major 
impediments  to  conducting  business  in  China.  In  some  areas, 
such  as  banking  reform,  China  has  made  progress.  But  in  too 
many  cases,  the  government  has  delayed  and  even  backtracked 
on  its  obligations. 

•  China  “has  not  yet  fully  embraced  the  key  WTO  principles  of 
market  access,  non-discrimination,  and  national  treatment,  nor 
has  China  fully  institutionalized  market  mechanisms  and  made 
its  trade  regime  predictable  and  transparent  . . .  [and  China]  con¬ 
tinues  to  use  an  array  of  industrial  policy  tools  ...  to  promote  or 
protect  favored  sectors  and  industries,”  according  to  the  U.S. 
Trade  Representative.11 

•  China’s  failure  to  enforce  intellectual  property  rights  provides  a 
particularly  egregious  example  of  its  noncompliance  with  WTO 
rules.  China’s  refusal  to  protect  copyrights,  inventions,  brands, 
and  trade  secrets  has  placed  it  first  among  nations  on  the  U.S. 
Trade  Representative’s  “priority  watch  list”  of  countries  that  tol¬ 
erate  intellectual  piracy.12 

•  China  has  a  centralized  industrial  policy  that  employs  a  wide  va¬ 
riety  of  tools  to  promote  favored  industries.  In  particular,  China 
has  used  a  range  of  subsidies  to  encourage  the  manufacture  of 
goods  meant  for  export  over  the  manufacture  of  goods  meant  for 
domestic  consumption,  and  to  secure  foreign  investment  in  the 
manufacturing  sector. 

•  China  artificially  lowers  the  value  of  its  currency  to  maintain  an 
export-led  trade  policy.  The  State  Administration  for  Foreign  Ex¬ 
change  accomplishes  this  by  buying  dollars  and  other  foreign  cur¬ 
rency  in  China  at  a  fixed  rate  of  around  8  renminbi  to  the  dollar. 
Only  small  fluctuations  in  the  value  of  the  renminbi  are  allowed. 

•  At  times,  China’s  central  government  and  governing  bodies  in 
the  provinces  and  localities  appear  to  be  operating  at  cross  pur¬ 
poses.  Decisions  by  the  central  government  meant  to  comply  with 
WTO  rules  sometimes  are  ignored  in  the  provinces.  Regulations 
established  by  Beijing  are  not  necessarily  enforced  elsewhere. 
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Overview 

China  spent  15  years  negotiating  the  terms  of  its  accession  to 
membership  in  the  General  Agreement  on  Tariffs  and  Trade 
(GATT)  and  its  successor  organization,  the  WTO.13  Despite  the  fact 
that  China  was  officially  designated  a  “non-market  economy,”  it 
was  admitted  to  WTO  membership  in  December  2001. 14  Among  the 
motivations  for  the  United  States  and  other  nations  to  approve  its 
accession  was  the  idea  this  would  encourage  continued  economic 
policy  reform  in  China.  In  conjunction  with  China’s  WTO  accession, 
Congress  granted  Most  Favored  Nation  trading  status  to  China  on 
a  permanent  basis,  ending  the  preceding  practice  of  annual  Con¬ 
gressional  review  of  China’s  trade  and  human  rights  practices.  Pro¬ 
ponents  of  normalizing  trade  relations  with  China  and  allowing  it 
into  the  now- 149-member  WTO  argued  at  the  time  that  accepting 
a  country  whose  market  mechanisms  were  so  primitive  and  whose 
economy  was  still  centrally  controlled  by  a  Communist  dictatorship 
would  accelerate  economic  liberalization.  They  noted  that  China’s 
leadership  had  openly  acknowledged  since  1978  that  economic  re¬ 
form  was  required  to  bring  prosperity  to  a  nation  impoverished  by 
clumsy  central  planning.  Opponents  of  China’s  WTO  admission 
countered  that  allowing  entry  to  a  country  whose  institutions  and 
practices  were  so  far  removed  from  market-oriented,  free-trade 
principles  would  cause  large  disruptions  and  imbalances  in  inter¬ 
national  trade  and  result  in  U.S.  job  loss. 

Today,  both  sides  can  point  to  evidence  to  support  their  views. 
On  the  positive  side,  China  has  sustained  a  Gross  Domestic  Prod¬ 
uct  (GDP)  growth  rate  of  over  nine  percent  since  its  admission  to 
the  WTO.  The  proportion  of  China’s  population  living  below  the  ex¬ 
treme  poverty  line — $2  per  day — fell  from  nearly  73  percent  in 
1990  to  32  percent  in  2003.  Meanwhile,  the  sector  of  the  economy 
represented  by  private  enterprise  expanded  to  the  point  that  it  now 
produces  nearly  60  percent  of  China’s  GDP.15  In  marked  contrast 
to  other  Asian  nations  such  as  Japan  and  India,  China  has  gen¬ 
erally  welcomed  foreign  direct  investment  and  has  encouraged  joint 
ventures  with  Chinese  companies.  In  parts  of  the  services  sector, 
China  appears  committed  to  allowing  foreign  investment  as  a  way 
of  acquiring  and  applying  the  management  expertise  of  foreign 
companies.  For  example,  China  opened  the  domestic  currency  trade 
in  several  cities  to  foreign  banks  ahead  of  schedule.16  The  United 
States  and  China  agreed  in  2004  to  substantially  increase  direct 
air  services  between  the  two  nations  over  the  next  six  years,  in¬ 
cluding  both  passenger  and  cargo  services.  In  addition,  China  has 
reduced  tariff  rates  on  many  products  on  schedule  and  reduced  the 
number  of  import  quotas  in  addition  to  expanding  trading  rights.17 
China  also  has  granted  distribution  rights  to  foreign  companies, 
thereby  allowing  their  products  to  be  sold  directly  to  consumers. 
China  is  now  America’s  second  largest  market  for  aircraft  exports 
and  the  tenth  largest  market  for  services  exports,  according  to  fig¬ 
ures  compiled  by  the  U.S.  Trade  Representative.18  Beijing  also  has 
also  made  laudable  efforts  to  educate  its  business  leaders  and  its 
citizens  in  the  intricacies  of  WTO  regulations  and  requirements, 
distributing  written  guidelines  and  offering  seminars  on  the  new 
requirements. 
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But  China  also  has  missed  many  opportunities  to  comply  with 
both  the  letter  and  the  spirit  of  the  WTO  rules  and  with  its  own 
agreement  to  phase-in  market-oriented  reforms.  In  terms  of  eco¬ 
nomic  reform,  China  has  essentially  gathered  the  “low-hanging 
fruit”  and  must  now  undertake  the  more  difficult  challenges.19  As 
the  U.S.  Trade  Representative  has  said,  China  “has  not  yet  fully 
embraced  the  key  WTO  principles  of  market  access,  non-discrimi¬ 
nation,  and  national  treatment,  nor  has  China  fully  institutional¬ 
ized  market  mechanisms  and  made  its  trade  regime  predictable 
and  transparent  . . .  [and  China]  continues  to  use  an  array  of  indus¬ 
trial  policy  tools  ...  to  promote  or  protect  favored  sectors  and  in¬ 
dustries.”20 

While  an  increasing  proportion  of  the  economy  is  private — per¬ 
haps  60  percent  of  GDP  is  produced  by  private  sector  sources — Bei¬ 
jing  still  wields  a  heavy  hand  in  planning  the  overall  economy,  par¬ 
ticularly  when  it  comes  to  promoting  an  export-based  growth  strat¬ 
egy.  The  Chinese  State  Council  presents  a  Five-Year  Plan  that  sets 
forth  the  economic  and  development  priorities  for  the  coming  years. 
The  2006-2010  period  will  be  governed  by  the  eleventh  Five-Year 
Plan  that  denotes  specific  industries  to  be  promoted.  These  include 
integrated  circuits  and  software,  next-generation  network  tech¬ 
nology,  biomedical  technology,  civilian  aircraft,  satellite  applica¬ 
tions,  and  equipment  manufacturing  industries,  including  clean 
power  generation  equipment,  rail  transportation  equipment,  and 
machine  tools.21  To  encourage  domestically-owned  firms  to  move  up 
the  value-added  chain,  China  currently  is  encouraging  investment 
in  high  technology-based  manufacturing  and  uses  “guidance”  as 
well  as  trade  policy  instruments  for  this  purpose.22  These  capital 
goods  industries  are  currently  dominated  by  the  United  States  and 
other  technologically  advanced  nations  and  are  considered  the 
crown  jewels  of  exports. 

Beijing  employs  such  administrative  “guidance”  to  banks  to  di¬ 
rect  loans  and  favorable  terms  to  certain  businesses  and  industries. 
China’s  tax  system  encourages  foreign  direct  investment  by  apply¬ 
ing  15  percent  and  24  percent  income  tax  rates  to  foreign-based  af¬ 
filiates  operating  in  China  while  requiring  domestic  companies  to 
pay  a  33  percent  tax  rate.  Government  at  all  levels  can  use  tax 
breaks  to  lure  investments.  The  result  is  an  allocation  of  resources 
in  favor  of  manufacturing  and  export-oriented  business.23 

Manufacturing,  especially  export-oriented  manufacturing,  has  de¬ 
veloped  more  rapidly  than  other  sectors  as  a  result  of  such  govern¬ 
ment  incentives.  According  to  the  WTO’s  analysis,  this  segment  of 
industry,  which  includes  manufacturing,  mining,  and  production 
and  supply  of  electricity,  gas,  and  water,  accounted  for  over  40  per¬ 
cent  of  GDP  in  2005.  Manufacturing,  much  of  which  is  dominated 
by  foreign-invested  enterprises,  now  accounts  for  over  90  percent  of 
China’s  merchandise  exports.  Foreign-invested  enterprises  appear 
also  to  account  for  a  greater  share  of  the  output  of  higher  value- 
added  production. 

Enforcing  China’s  WTO  Compliance 

The  WTO  conducts  studies  of  compliance  with  its  rules.  Organi¬ 
zations  such  as  the  U.S.  Chamber  of  Commerce,  the  International 
Intellectual  Property  Alliance,  the  National  Association  of  Manu- 
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facturers,  and  the  U.S. -China  Business  Council  also  analyze  com¬ 
pliance  with  WTO  rules,  and  report  findings  to  a  federal  inter¬ 
agency  group  in  Washington,  the  Trade  Policy  Staff  Committee, 
which  produces  an  annual  evaluation  of  China’s  WTO  compliance 
that  is  published  by  the  U.S.  Trade  Representative.  These  studies 
help  focus  attention  on  unfair  trade  practices  by  pointing  out  ap¬ 
parent  violations  of  trade  laws. 

The  WTO  process  favors  negotiation  over  confrontation,  a  fact 
embodied  in  the  language  of  the  process,  which  references  “dispute 
settlement  panels”  rather  than  “courts.”  The  first  step  of  the  proc¬ 
ess  requires  the  two  sides  in  a  dispute  to  meet  to  settle  their  dif¬ 
ferences.  Only  then  can  a  formal  complaint  be  brought  to  the  WTO. 
Even  then,  either  party  can  initially  block  the  formation  of  a  three- 
judge  panel  to  hear  a  case.  The  adjudicative  phase  of  a  WTO  com¬ 
plaint  occurs  only  after  mandatory  “consultations”  among  the  par¬ 
ties  have  failed  to  reach  a  compromise.  Deliberations  of  the  panels, 
the  second  step  in  the  process,  are  secret  and  the  decision  is  given 
to  the  parties  for  a  30-day  comment  period  before  being  released 
to  the  public.  The  intent  of  every  stage  of  the  process  is  to  encour¬ 
age  the  parties  to  settle  amicably.  In  fact,  in  response  to  a  WTO 
complaint  by  the  United  States  over  China’s  treatment  of  U.S. 
semiconductors,  China  and  the  United  States  quickly  reached  a 
settlement.  The  two  countries  should  view  the  entire  process  as  one 
of  encouraging  needed  reform  and  bringing  fairness  to  trade. 

Centrally  Planned  Subsidies 

In  its  WTO  accession  agreement,  China  agreed  to  eliminate  cer¬ 
tain  government  subsidies  meant  to  encourage  exports — specifi¬ 
cally,  tax  incentives  and  preferential  bank  financing  restricted  to 
producers  who  agree  to  export  their  products.  China  also  pledged 
to  end  government  programs  that  encourage  local  sourcing  for 
parts  instead  of  using  imported  parts.24  But  since  joining  the  WTO, 
China  has  increased  the  use  of  such  export  subsidies.25  In  both  its 
December  2005  Report  to  Congress  on  China’s  WTO  Compliance 
and  its  February  2006  Top-to-Bottom  Review  of  U.S. -China  Trade 
Relations,  the  U.S.  Trade  Representative  has  detailed  China’s  ef¬ 
forts  to  protect  domestic  producers: 

“Since  acceding  to  the  WTO,  China  has  increasingly  re¬ 
sorted  to  industrial  policies  that  limit  market  access  by 
non-Chinese  origin  goods  or  bring  substantial  government 
resources  to  support  increased  exports  ...  In  2005,  examples 
of  these  industries  are  already  evident.  They  include  the 
issuance  of  regulations  on  auto  parts  tariffs  that  serve  to 
prolong  prohibited  local  content  requirements  for  motor  ve¬ 
hicles,  the  telecommunications  regulator’s  interference  in 
commercial  negotiations  over  royalty  payments  to  intellec¬ 
tual  property  rights  holders  in  the  area  of  3G  standards, 
the  pursuit  of  unique  national  standards  in  many  areas  of 
high  technology  that  could  lead  to  the  extraction  of  tech¬ 
nology  or  intellectual  property  from  foreign  rights -holders, 
draft  government  procurement  regulations  mandating  pur¬ 
chases  of  Chinese-produced  software,  a  new  steel  industry, 
continuing  export  restrictions  on  coke,  and  excessive  govern¬ 
ment  subsidization  benefiting  a  range  of  domestic  indus- 
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tries  in  China.  Some  of  these  policies  appear  to  conflict 
with  China’s  WTO  commitments  in  the  areas  of  market  ac¬ 
cess,  national  treatment  and  technology  transfer,  among 
others.”  26 

According  to  Loren  Yager,  Director  for  International  Trade  at  the 
Government  Accountability  Office,  “Chinese  subsidies  remain  very 
difficult  to  identify  and  quantify,  largely  because  of  the  structure 
of  the  Chinese  economy  and  the  lack  of  transparency  in  the  coun¬ 
try’s  subsidy  regime.”27  However,  there  are  a  plethora  of  practices 
that  act  as  indirect  subsidies:  preferential  tax  policies,  government 
funds  for  state-owned  enterprises,  double  bookkeeping  by  such  en¬ 
terprises,  subsidized  inputs  for  such  enterprises,  “give-away”  prices 
on  energy  and  land,  sectoral  credit  allocation,  loan  extensions,  debt 
forgiveness,  wage  ceilings,  and  the  undervalued  renminbi. 

The  result  of  subsidies  intended  to  attract  factories  from  abroad 
and  boost  China’s  production  of  goods  for  export  can  be  seen  easily 
in  three  key  2005  economic  statistics.  Foreign-funded  firms28  in 
China  produced  58  percent  of  China’s  exports  in  20  05. 29  Seventy- 
one  percent  of  the  $60.6  billion  in  foreign  direct  investments  in 
2004  went  to  the  manufacturing  sector.30  Manufactured  goods  ac¬ 
counted  for  94  percent  of  China’s  exports.31  China’s  industrial  pol¬ 
icy  directly  harms  U.S.  manufacturers  and  results  in  the  loss  of 
U.S.  manufacturing  jobs. 

For  example,  China  subsidizes  its  steel  industry  by  1)  transfer¬ 
ring  facilities  and  land  at  below  market  prices;  2)  providing  debt- 
to-equity  swaps  through  state-owned  banks;  3)  providing  debt  for¬ 
giveness  through  state-owned  banks;  4)  providing  tax  benefits  for 
export  performance;  5)  controlling  the  prices  of  raw  materials;  and 
6)  maintaining  an  undervalued  renminbi.  Subsidies  such  as  tax 
benefits  based  on  export  performance  are  clearly  prohibited  by 
WTO  rules.  By  intervention  in  the  steel  industry,  the  Chinese  gov¬ 
ernment  has  created  substantial  excess  capacity  and  “has  skewed 
the  entire  world  market  for  steel  and  for  steel  raw  material.”32 

Many  subsidies  in  China  are  distributed  through  China’s  bank¬ 
ing  system  to  state-owned  institutions.  Not  all  loans  to  state-owned 
enterprises  fall  into  default  and  not  every  loan  is  forgiven  rather 
than  repaid.  But  a  significant  portion  of  these  loans  eventually  is 
written  off,  constituting  an  unwarranted  subsidy.  Standard  & 
Poor’s  estimates  China’s  delinquent  loans  total  approximately  $600 
billion.33  In  the  past,  this  credit  was  provided  from  government 
funds  to  the  state-run  economic  sector  to  fund  pensions  and  other 
employment-related  expenses.  Now,  the  funds  are  mainly  used  to 
pay  for  “extravagant  real  estate  projects”  and  a  general  “over¬ 
investment  in  fixed  assets.”  34 

China’s  low  wage  rates  due  to  unpaid,  underpaid,  and  repressed 
labor  constitute  another  indirect  subsidy  to  Chinese  producers,  in¬ 
cluding  domestic,  joint  venture,  and  foreign-funded  companies.  Chi¬ 
nese  official  sources  report  over  100  billion  renminbi  ($12.6  million) 
in  unpaid  wages,  70  percent  of  which  are  in  the  construction  sec¬ 
tor.35  China  has  not  ratified  four  of  eight  core  International  Labor 
Organization  Conventions.  Those  not  ratified  concern  the  right  to 
organize  and  collectively  bargain  and  the  abolition  of  forced  labor.36 
By  refusing  to  accept  the  responsibilities  that  other  WTO  members 
accept  for  their  workers,  the  Chinese  government  countenances  low 
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compensation  of  labor  in  violation  of  international  standards,  es¬ 
sentially  subsidizing  those  firms  that  take  advantage  of  this  Chi¬ 
nese  laxity. 

SECTION  2:  CHINA’S  APPROACH  TO  INTELLECTUAL 
PROPERTY  RIGHTS  AND  ITS  PRODUCTION  OF 
COUNTERFEIT  GOODS 


The  Commission  shall  investigate  and  report  on — 

“UNITED  STATES-CHINA  BILATERAL  PROGRAMS— Science 
and  technology  programs,  the  degree  of  non-compliance  by  the 
People’s  Republic  of  China  with  agreements  between  the 
United  States  and  the  People’s  Republic  of  China  on  prison 
labor  imports  and  intellectual  property  rights,  and  United 
States  enforcement  policies  with  respect  to  such  agreements.” 

“WORLD  TRADE  ORGANIZATION  COMPLIANCE— The  com¬ 
pliance  of  the  People’s  Republic  of  China  with  its  accession 
agreement  to  the  World  Trade  Organization.” 


Key  Findings 

•  Despite  its  many  promises  to  comply  with  its  international  obli¬ 
gations  to  protect  intellectual  property,  China  has  failed  to  deter 
widespread  violations  of  trademarks,  copyrights,  and  patents. 
The  failure  stems  from  lenient  rules  and  regulations,  mild  pen¬ 
alties  for  transgressors,  and  an  overall  lack  of  enforcement.  Al¬ 
though  the  central  government  has  made  some  effort  to  pass 
stricter  laws,  enforcement  at  the  local  and  provincial  levels  lags 
far  behind.  Ultimately,  the  central  government  is  required  by  its 
World  Trade  Organization  membership  to  accept  responsibility. 

•  China’s  failure  to  protect  intellectual  property  is  a  serious  prob¬ 
lem  for  U.S.  competitiveness.  U.S.  intellectual  property  indus¬ 
tries  contribute  to  more  than  half  of  all  U.S.  exports  and  rep¬ 
resent  40  percent  of  U.S.  economic  growth.  While  the  full  extent 
of  loss  to  U.S.  industry  due  to  Chinese  intellectual  property 
rights  violations  is  unknown,  U.S.  industry  reports  losses  total¬ 
ing  billions  of  dollars.  The  U.S.  Chamber  of  Commerce  estimates 
that  the  global  intellectual  property  industry  loses  $650  billion 
annually  in  sales  due  to  counterfeit  goods.37  And  some  analysts 
estimate  that  China  is  responsible  for  as  much  as  70  percent  of 
this  counterfeit  goods  market.38  Annual  losses  to  the  U.S.  copy¬ 
right  industries  are  estimated  to  be  between  $2.5  billion  and  $3.8 
billion.39  And  U.S.  pharmaceutical  industries  lose  10  percent  to 
15  percent  of  annual  revenues  in  China  due  to  intellectual  prop¬ 
erty  infringement.40 

•  The  Customs  Bureau  of  the  U.S.  Department  of  Homeland  Secu¬ 
rity  made  3,709  seizures  of  counterfeit  goods  originating  from 
China  in  fiscal  year  2005,  totaling  $64  million.41  Total  exports  of 
counterfeit  goods  from  China  to  the  United  States  generally  are 
estimated  to  be  much  higher  and  can  be  expected  to  increase 
even  further.  Not  only  is  China’s  enforcement  of  intellectual 
property  laws  weak,  but  China  also  has  liberalized  its  strict  ex- 
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port  licensing  regime  to  allow  any  business  to  export.  As  more 
businesses  begin  to  export,  counterfeit  goods  will  be  easier  to 
ship. 

•  Counterfeit  exports  from  China  pose  a  health  and  safety  threat 
to  U.S.  citizens.  The  World  Health  Organization  reports  that 
counterfeit  pharmaceuticals  of  Chinese  origin  cost  pharma¬ 
ceutical  companies  $32  billion  a  year.42  Chinese  counterfeiters 
have  produced  batteries  that  explode  because  of  faulty  manufac¬ 
turing,  and  engine  timing  belts  that  break  after  only  one-fifth  the 
time  of  the  authentic  product.43 

•  Counterfeit  products  account  for  15  percent  to  20  percent  of  prod¬ 
ucts  made  in  China  and  equal  eight  percent44  of  China’s  $2.2 
trillion45  gross  domestic  product  (GDP).  In  some  cities,  the  man¬ 
ufacturers  and  distributors  of  counterfeit  goods  are  the  major 
employers  and  the  dominant  contributors  to  the  tax  base. 

•  Many  local  governments  in  China  are  so  financially  dependent  on 
the  counterfeit  trade  that  they  are  reluctant  to  interfere  with  the 
violations,  and  officials  at  those  levels  often  profit  personally 
from  counterfeiting. 

•  Several  U.S.  industries,  particularly  those  dependent  on  copy¬ 
right  protections,  report  high  piracy  rates  of  their  products  in 
China.  For  example,  the  piracy  rate  for  business  software  has 
reached  86  percent.46  In  this  situation,  the  WTO  dispute  settle¬ 
ment  mechanism  provides  the  strongest  enforcement  tool  avail¬ 
able  to  the  United  States  government  to  address  China’s  failure 
to  enforce  intellectual  property  rights. 

•  Market  barriers  to  American  exports  to  China  contribute  to  the 
climate  of  piracy  in  China.  When  U.S.  companies  experience  Chi¬ 
nese  government  censorship,  delays,  distribution  restrictions,  or 
other  barriers  in  getting  their  products  to  market,  counterfeiters 
move  in  first. 

Overview 

There  is  little  disagreement  among  international  bodies  that 
China  fails  to  enforce  intellectual  property  rights  (IPR).  The  re¬ 
quirement  to  enforce  such  international  rules  of  commerce  is  a  fun¬ 
damental  obligation  of  membership  in  the  World  Trade  Organiza¬ 
tion  (WTO),  and  for  good  reason:  advanced  economies  especially  de¬ 
pend  on  the  innovation  of  inventors  and  visionaries.  According  to 
Christopher  Israel,  Coordinator  for  International  Intellectual  Prop¬ 
erty  Enforcement  at  the  Department  of  Commerce,  American  intel¬ 
lectual  property  industries  contribute  to  more  than  half  of  all  U.S. 
exports  and  represent  40  percent  of  U.S.  economic  growth.  Fifty- 
five  percent  of  U.S.  companies  operating  in  China  were  hurt  by  in¬ 
tellectual  property  rights  violations,  according  to  one  survey.47  Cur¬ 
rent  estimates  are  that  counterfeit  and  pirated  products  in  China 
amount  to  eight  percent  of  China’s  $2.2  trillion  GDP.48  The  U.S. 
Chamber  of  Commerce  estimates  that  the  global  intellectual  prop¬ 
erty  (IP)  industry  loses  $650  billion  in  sales  due  to  counterfeit 
goods.49  Additionally,  the  Chamber  estimates  that  750,000  jobs 
every  year  are  lost  due  to  global  counterfeits.50  China  is  respon¬ 
sible  for  as  much  as  70  percent  of  this  counterfeit  goods  market.51 
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The  implications  of  China’s  failure  to  protect  IPR  can  be  divided 
into  two  aspects:  1)  patent  infringement  serves  to  advance  Chinese 
commercial  interests  as  a  form  of  government-coordinated  indus¬ 
trial  espionage  that  advances  China’s  science  and  technology  capac¬ 
ity;  2)  and  the  failure  to  enforce  intellectual  property  rights  (pat¬ 
ents,  copyrights,  and  trademarks)  and  the  existence  of  intellectual 
property-related  trade  barriers  violate  China’s  WTO  obligations 
while  they  relieve  pirates  of  the  cost  of  complying  with  the  rules. 

In  the  case  of  the  former,  the  Chinese  government  has  delib¬ 
erately  formulated  various  strategies  to  “leapfrog”  its  science  and 
technology  development  to  keep  pace  with  that  found  in  developed 
countries.  In  the  case  of  the  latter,  China  has  failed  to  meet  its 
international  obligations  to  protect  intellectual  property. 

Despite  repeated  promises  to  do  so  during  U.S.-China  Joint  Com¬ 
mission  on  Commerce  and  Trade  meetings,  and  when  it  was  being 
considered  for  accession  to  the  WTO,  China  has  not  significantly 
reduced  its  copyright  infringement  rates.  According  to  the  U.S.  re¬ 
cording  industry,  85  percent  of  sound  recordings  sold  in  China  in 
2004  were  pirated,  or  17  of  every  20  sold  there.52  Across  all  copy¬ 
right  industries,  piracy  rates  in  2005  remained  between  85  and  93 
percent.53 

IPR  Violation  as  a  Component  of  a  Coordinated  Science  and 
Technology  Strategy 

Throughout  the  1990s  the  Chinese  government  consistently  de¬ 
veloped  science  and  technology  plans  based  on  assimilating  foreign 
science  and  technology  into  Chinese  society  while  “keeping  the  ini¬ 
tiative  in  [China’s]  own  hands.”54  As  other  developing  nations  have 
done,  the  Chinese  government  set  out  to  appropriate  foreign  tech¬ 
nology  in  order  to  “leapfrog”  steps  in  the  development  of  its  na¬ 
tional  science  and  technology  sector. 

Central  to  China’s  science  and  technology  development  is  the 
symbiotic  relationship  between  military  and  civilian  technology. 
China’s  National  High  Technology  Research  and  Development  Plan 
(the  863  Program) 55  was  established  in  1986  to  focus  on  closing  the 
science  and  technology  gap  between  China  and  more  techno¬ 
logically  advanced  nations.  The  program  covers  both  civilian  and 
military  projects,  emphasizes  civilian  projects,  and  prioritizes  dual- 
use  projects.56  The  goals  of  the  863  Program  are  to  obtain  tech¬ 
nology  and  to  encourage  international  participation  in  its 
projects.57 

The  863  Program  continues  today  along  with  the  National  Pro¬ 
gram  on  Key  Basic  Research  Projects  (the  973  Program).58  The  973 
Program,  in  which  the  government  plays  a  role  similar  to  that  of 
a  venture  capitalist,  focuses  on  the  growth  of  small  and  medium 
enterprises  in  China. 

One  element  of  the  Chinese  government’s  plan  for  science  and 
technology  development  is  encouraging  patent  infringement.  The 
government  fosters  patent  infringement  in  several  ways.  Chinese 
state  certification  requirements  give  access  to  foreign  product  de¬ 
signs  to  the  Chinese  Academy  of  Sciences  and  other  government  ac¬ 
tors  responsible  for  China’s  science  and  technology  breakthroughs. 
On  a  variety  of  products,  from  industrial  machinery  to  tele- 
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communications  equipment  to  automotive  parts,  the  Chinese  gov¬ 
ernment69  requires  a  certification  mark  known  as  the  China  Com¬ 
pulsory  Certification.  “The  certification  mark  serves  as  evidence 
that  the  . . .  product  can  be  marketed,  imported  or  used  [in 
China].”60  The  certification  requires  that  foreign  companies  pro¬ 
vide  product  specifications,  detailed  information  on  applicable 
standards,  and  samples  of  their  products  for  evaluation.61  The 
product  specifications  then  are  given  to  the  very  organizations  that 
will  use  them  to  compete  against  the  IP  owner. 

Chinese  academic  communities  and  enterprises  facilitate  patent 
theft  through  “competitive  intelligence.”  62  This  constitutes  the  sort 
of  industrial  espionage  once  practiced  by  the  Japanese  in  the  1980s 
and  1990s.  China  established  formal  “competitive  intelligence”  op¬ 
erations  in  1995  when  it  established  the  Society  for  Competitive  In¬ 
telligence  in  China.  By  using  this  term  common  in  Western  indus¬ 
try,  China  attempted  to  make  its  activities  sound  like  “business  as 
usual.”  With  membership  including  the  Chinese  Academy  of 
Sciences  and  representatives  from  state-owned  enterprises  and  the 
academic  community,  it  is  currently  chaired  by  a  representative  of 
the  Chinese  company  NORINCO.63  But  as  of  the  early  21st  cen¬ 
tury,  the  operations  are  still  considered  to  be  in  the  nascent  stage 
by  Chinese  scholars.  In  2001,  a  Chief  Specialist  in  the  973  Program 
and  a  professor  at  Qinghua  University,  Luo  Jianbin,  wrote  in  Chi¬ 
na’s  Science  and  Technology  Daily  (Keji  Ribao)  that  Chinese  com¬ 
panies  needed  to  increase  the  level  of  “competitive  intelligence”  op¬ 
erations  on  par  with  those  of  the  Japanese  in  the  early  1990s  in 
order  to  “leapfrog”  China’s  science  and  technology  development.64 

Both  central  and  local  government  entities  encourage  such  indus¬ 
trial  espionage.  A  research  website  sponsored  by  China’s  Ministry 
of  Science  and  Technology  states  the  importance  of  a  national  com¬ 
petitive  intelligence  model.  The  author  points  to  Japanese  competi¬ 
tive  intelligence  as  a  successful  system  where  the  central  govern¬ 
ment  leads  the  competitive  intelligence  activities  of  the  nation.65 
Furthermore,  a  competitive  intelligence  system  could  and  should  be 
used  to  safeguard  national  defense  and  public  security,66  placing 
competitive  intelligence  strategy  in  line  with  the  Chinese  govern¬ 
ment’s  broader  science  and  technology  goals. 

The  Chinese  Academy  of  Sciences  sees  patents  as  key  to  China’s 
“leapfrog”  endeavor  in  science  and  technology  development:  “High 
technology  can  be  mastered  more  quickly  through  the  use  of  patent 
information  . . .  While  making  use  of  patents,  enterprises  can  also 
put  inventions  and  technological  innovations  under  patent  protec¬ 
tion.”67  The  website  of  China’s  State  Intellectual  Property  Office 
demonstrates  China’s  approach  to  competitive  intelligence.  The  ar¬ 
ticle  illustrates  that  a  firm  can  gain  a  competitive  edge  both  by 
patenting  its  new  IP  before  competitors  patent  similar  products, 
and  by  reverse  engineering 68  similar  items  produced  by  competi¬ 
tors.69 

The  Chinese  Government’s  Lack  of  Enforcement 

Some  specific  local  economies  in  China  rely  on  the  profits  derived 
from  the  sale  of  counterfeit  goods.70  Consumers  there  are  freely 
able  to  purchase  pirated  goods  though  wholesale  and  retail  markets 
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and  need  not  use  any  underground  economy  or  black  market.  In 
some  cases,  administrative  and  law  enforcement  officials  at  the 
local  level  are  directly  or  indirectly  involved  in  counterfeit  goods 
production  and  distribution.  When  the  violator  is  a  major  employer 
or  taxpayer,  local  officials  refuse  to  enforce  the  law  to  avoid  jeop¬ 
ardizing  a  large  source  of  revenue.  The  town  or  city  may  depend 
almost  entirely  on  the  illegal  enterprise  to  generate  funds  for  edu¬ 
cation  or  health  care. 

In  addition,  organized  crime,  particularly  in  southern  China,  is 
involved  in  the  manufacture  and  distribution  of  pirated  goods. 
Criminals  help  extend  local  counterfeit  markets  to  the  inter¬ 
national  level  using  direct  exports  or  through  connections  to  orga¬ 
nized  crime  networks  in  Hong  Kong  and  Taiwan.71 


The  Case  of  Yiwu 

Yiwu,  located  in  the  center  of  Zhejiang  province  just  south  of 
Shanghai,  has  a  population  of  about  1.6  million  and,  in  2004,  its 
GDP  was  $3.6  million.72  Yiwu  is  known  throughout  China  and 
the  world  for  its  large  commodities  markets.  However,  in  Yiwu 
the  wholesale  market  thrives  on  counterfeit  goods.  It  was  estab¬ 
lished  through  local  government  investment  and  is  now  the  larg¬ 
est  taxpayer  in  Yiwu.  Since  the  same  local  government  that  es¬ 
tablished  the  market  is  also  responsible  for  enforcing  laws  and 
regulations  against  counterfeiting,  it  is  no  wonder  that  local  en¬ 
forcement  is  nil.73  The  U.S.  Trade  Representative’s  Special  301 
Report  of  2006  pinpoints  the  province  of  Zhejiang  as  one  of  Chi¬ 
na’s  four  “hot  spots”  where  there  is  a  severe  lack  of  IPR  enforce¬ 
ment.74  Indeed,  Yiwu  has  become  a  byword  for  “fake”  in  China. 

The  Yiwu  Wholesale  Market  serves  as  one  of  China’s  largest 
wholesale  centers,  and  an  important  distribution  center  for  small 
commercial  goods.  Some  410,000  different  items  reportedly  are 
sold  in  the  market,  including  fake  Gillette  razor  blades  with 
wholesale  prices  as  low  as  65  cents  for  10  boxes  as  opposed  to 
the  $9.60  someone  in  Beijing  would  pay  for  a  real  10-pack.75  Two 
hundred  thousand  distributors  purchase  2,000  tons  of  goods 
every  day  and  transport  these  products  to  all  regions  of  China 
and  throughout  Asia,  Africa,  and  South  America.  According  to 
Yiwu  officials,  $2.4  billion  worth  of  goods  were  sold  in  1997,  the 
last  year  for  which  figures  were  made  publicly  available — more 
than  the  total  business  of  most  multi-national  enterprises  in 
China.76 


While  most  Chinese  local  governments  do  not  appear  to  have  the 
will  to  enforce  IPR,  the  central  government’s  resolve  to  address  the 
issue  is  not  much  stronger.  While  some  in  the  central  government 
take  intellectual  property  rights  seriously,  others  see  piracy  as  a 
typical  path  for  developing  nations  attempting  to  foster  economic 
development.  For  example,  if  members  of  the  central  government 
strive  to  develop  a  globally  competitive  company  in  China  and  be¬ 
lieve  foreign  technology  might  facilitate  that  goal,  the  government 
may  allow  the  company  to  obtain  the  technology  illegally.77  Various 
economic  justifications  are  advanced  to  explain  the  lack  of  enforce- 
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ment.  Should  the  central  government  initiate  a  national  crackdown 
on  IP  infringement,  cities  like  Yiwu  would  be  devastated,  with  tens 
of  millions  unemployed,  say  advocates  of  non-enforcement.  Either 
the  central  government  would  have  to  tackle  and  ameliorate  severe 
economic  and  social  consequences,  or  it  would  have  to  face  the  im¬ 
pacts  of  those  severe  consequences.78 

The  difficulties  presented  by  intellectual  property  theft  in  China 
came  into  sharp  focus  during  the  June  2006  Commission  fact-find¬ 
ing  trip  to  China.  Contradictions  were  evident  among  Chinese  au¬ 
thorities  over  the  extent  and  seriousness  of  the  problem.  At  the 
Ministry  of  Commerce,  Deputy  Director  General  Jin  Xu  insisted 
that  IPR  violations  in  China  were  “negligible”  and  that  those 
Americans  who  thought  otherwise  were  merely  being  duped  by  in¬ 
accurate  news  accounts.  He  insisted  that  no  one  in  China  “know¬ 
ingly”  uses  pirated  software,  for  example,  because  it  is  likely  unre¬ 
liable.  This  assertion  is  in  contrast  to  estimates  from  some  Amer¬ 
ican  software  companies  that  90  percent  of  the  computer  software 
in  use  on  Chinese  computers  is  unlicensed. 

Yet,  the  following  day,  top  officials  of  the  State  Intellectual  Prop¬ 
erty  Office  acknowledged  that  IPR  theft  is  prevalent  and  pledged 
China’s  cooperation  in  addressing  the  problem.  China,  they  pointed 
out,  had  only  begun  to  protect  intellectual  property  in  the  1980s 
and  still  has  a  considerable  way  to  go  to  approach  the  degree  of 
protection  in  the  United  States  and  Europe. 

At  a  dinner  with  a  dozen  U.S.  businessmen  and  -women  hosted 
by  the  U.S.  Consul  General  in  Shanghai,  one  executive  estimated 
that  40  percent  of  Chinese  exports  of  manufactured  goods  were 
counterfeit.  No  one  disputed  this  remarkably  high  figure,  and  when 
a  private  investigator  remarked  with  a  smile  that  his  anti-piracy 
business  was  “very  lucrative,”  the  others  merely  laughed  ruefully. 
While  those  present  agreed  that  there  had  been  a  flurry  of  anti-pi- 
racy  edicts  from  the  central  government,  they  also  noted  that  ac¬ 
tual  enforcement  at  the  local  level  is  practically  non-existent.  Cit¬ 
ing  the  case  of  an  American  consumer  products  company  fighting 
a  losing  battle  against  Chinese  counterfeiting,  one  American  ex¬ 
plained  the  reluctance  of  municipal  officials  to  act  by  saying,  “One 
local  firm  was  making  the  labels,  one  the  bottles,  and  one  the 
shampoo  . . .  shut  it  all  down  and  you’d  have  social  unrest.”  In  addi¬ 
tion,  some  U.S.-based  businesses  with  strong  brands  to  protect  fear 
an  adverse  consumer  reaction  if  the  consumers  are  told  they  may 
be  buying  counterfeit  goods.  “Certain  companies  are  not  happy 
being  portrayed  in  the  press  as  victims  of  counterfeiting,”  said  one 
American  CEO. 

At  one  point  during  their  trip  to  China,  the  Commissioners  vis¬ 
ited  a  shopping  mall,  the  “International  Commodity  Plaza”  near 
the  Port  of  Shanghai.  Inside  were  dozens  of  shops  selling  designer 
shirts,  suits,  shoes,  handbags,  watches,  jewelry,  electronics,  and 
other  goods.  Their  extremely  low  prices,  misspelled  labels,  odd 
packaging,  and  nervous  shopkeepers  marked  the  goods  as  clearly 
counterfeit.  Such  shopping  markets  openly  display  their  wares  in 
each  of  the  Chinese  cities  the  Commission  has  visited,  often  within 
the  full  view  of  law  enforcement  authorities. 

In  theory,  a  developing  nation  might  improve  IPR  protection 
within  its  borders  to  attract  foreign  direct  investment,  and  particu- 
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larly  to  attract  high-value-added  industries.  But  in  China’s  case, 
the  level  of  foreign  direct  investment  remains  high  despite  the  lack 
of  improvement  in  IPR  protection.  However,  the  level  of  foreign  in¬ 
vestment  in  basic  research  projects  remains  low  compared  to  the 
high  investment  in  applied  research,  as  foreign  companies  protect 
their  key  IP  from  exposure  to  China’s  pirates.  The  “innovation  soci¬ 
ety”  China  is  promoting  during  implementation  of  its  eleventh 
Five-Year  Plan  could  lead  to  increased  levels  of  higher-end  IP  and 
thus  require  an  increase  in  patent  protection.  But  while  the  central 
government  may  have  some  incentive  to  improve  patent  protection 
in  order  to  protect  future  Chinese  innovations,  there  is  no  such  in¬ 
centive  to  safeguard  already-copyrighted  material.79 

Legislation  and  Enforcement 

China  does  not  currently  make  use  of  effective  measures  for  en¬ 
forcing  its  IPR  laws  and  regulations.80  Without  the  vigorous  use  of 
effective  enforcement  tools,  any  efforts  to  crackdown  on  IPR  in¬ 
fringement  are  doomed.  According  to  the  USTR,  “China’s  own  2004 
data  showed  that  it  channeled  more  than  99  percent  of  copyright 
and  trademark  cases  into  its  administrative  systems  and  turned 
less  than  one  percent  of  cases  over  to  the  police.  The  trademark 
and  copyright  industries  continue  to  point  out  that  administrative 
fines  are  too  low  to  provide  a  deterrent,  and  as  a  result,  pirates 
consider  administrative  seizures  and  fines  to  be  merely  the  cost  of 
doing  business.”81 

China  already  has  incorporated  in  its  IPR  law  Articles  9  to  14 
of  the  WTO’s  Trade-Related  Aspects  of  Intellectual  Property  Rights 
(TRIPS)  Agreement.82  However,  the  legislation  it  uses  to  fulfill  its 
obligations  is  inadequate.  For  example,  during  the  2005  meeting  in 
Washington  DC  of  the  U.S. -China  Joint  Commission  on  Commerce 
and  Trade,  (JCCT),  China  agreed  to  enact  legislation  fulfilling 
World  Intellectual  Property  Organization  (WIPO)  Internet  treaty 
obligations.  But  when  the  U.S.  Trade  Representative’s  office  exam¬ 
ined  the  implementing  legislation,  it  found  that  the  legislation  fails 
to  provide  legal  protection  and  remedies  against  copyright  infringe¬ 
ment. 

Currently,  there  are  three  types  of  IPR  enforcement  mechanisms 
in  China,  each  with  its  own  deficiencies: 

•  Administrative  Enforcement,  which  occurs  at  the  local  level, 
is  characterized  by  dilatory  implementation  and  inadequate  pen¬ 
alties.  In  2004,  there  were  51,851  administrative  cases  of  trade¬ 
mark  infringement  and  counterfeiting,  only  5,494  of  which  in¬ 
volved  foreign  rights  holders.  The  average  fine  was  $620  per  case 
and  only  96  cases  were  referred  for  criminal  prosecution.  That 
same  year  there  were  9,691  copyright  infringement  cases,  158  in¬ 
volving  a  foreign  right  holder,  of  which  only  102  cases  were  re¬ 
ferred  for  criminal  prosecution.83  It  should  be  noted  that  because 
the  Chinese  administrative  enforcement  system  is  opaque,  it  is 
not  possible  to  determine  the  outcome  of  these  cases  and  evalu¬ 
ate  how  the  system  is  working  in  practical  terms. 

•  Civil  Enforcement  provides  a  specialized,  IPR-trained  judiciary 
and  nationwide  jurisdiction.  However,  China  does  not  have  an 
independent  judiciary.  Further,  damages  awarded  by  Chinese 
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courts  are  difficult  for  plaintiffs  to  collect.  From  January  to  No¬ 
vember  2005,  there  were  11,468  IP-related  civil  cases  (5,240 
copyright,  2,491  patent,  and  1,482  trademark  cases),  about  five 
percent  of  which  involved  foreign  rights  holders.84 

•  Criminal  Enforcement  provides  a  stronger  means  of  deterring 
piracy,  such  as  the  ability  to  imprison  offenders.  A  2004  judicial 
interpretation  lowered  the  thresholds  for  criminal  cases  and  in¬ 
cluded  new  provisions  addressing  online  copyright  piracy,  accom¬ 
plice  liability,  and  the  import  and  export  of  infringing  goods. 
However,  Pei  Xianding,  senior  judge  at  China’s  Supreme  People’s 
Court,  told  the  Commission  delegation  in  June  that  further  low¬ 
ering  the  threshold  for  criminal  prosecution  in  IPR  cases  will  re¬ 
quire  an  amendment  to  the  relevant  law  by  the  National  People’s 
Congress.  Additionally,  questions  remain  unanswered  about  how 
to  assign  value  to  seized  goods,  and  prosecutors  must  prove  the 
piracy  activity  generated  a  profit  and  the  merchant  knew  the 
goods  were  counterfeit.  Judicial  interpretation  eliminated  a 
“three  strikes”  rule  that  required  criminal  prosecution  for  third- 
time  repeat  offenders.85  The  pace  of  prosecution  is  glacial:  Chi¬ 
na’s  Public  Security  Bureau  initiated  2,991  IP  criminal  cases  in 
2005,  with  261  cases  concluded  and  the  remaining  2,661  still  pro¬ 
gressing.86  While  information  on  the  consequences  of  criminal 
cases  is  difficult  to  obtain  and  what  can  be  obtained  often  is  dif¬ 
ficult  to  evaluate,  U.S. -based  copyright  industry  representatives 
reported  that  52  investigations  resulted  in  31  indictments.  Eight¬ 
een  of  these  cases  resulted  in  criminal  fines.  Twenty-one  resulted 
in  jail  time;  12  prison  terms  were  suspended;  42  were  not  sus¬ 
pended.87 

Export  of  Counterfeits 

The  Customs  Bureau  of  the  U.S.  Department  of  Homeland  Secu¬ 
rity  conducted  3,709  seizures  of  counterfeit  goods,  valued  at  $64 
million,  originating  from  China  in  fiscal  year  20  05. 88  Products  of 
Chinese  origin  account  for  69  percent  of  total  product  seizures  at 
the  U.S.  border  or  more  than  ten  times  the  product  seizures  of  im¬ 
ports  from  any  other  trading  partner.89  Still,  such  seizures  at  U.S. 
ports  are  only  a  fraction  of  the  actual  imports  of  counterfeit  goods. 
This  is  partly  attributable  to  the  fact  that  the  Department  of 
Homeland  Security  (DHS)  has  not  placed  the  seizure  of  counterfeit 
goods  among  its  top  enforcement  priorities.  Even  so,  the  value  of 
goods  seized  by  DHS’s  Immigration  and  Customs  Enforcement 
(ICE)  unit  as  of  April  2006  already  had  surpassed  the  total  value 
seized  in  FY2005,  $93  million.90  The  great  majority  of  those  items 
seized  were  exported  by  China. 

The  Commission  expects  that  exports  of  counterfeit  products 
from  China  will  continue  to  increase.  China  previously  granted  ex¬ 
port  and  import  rights  only  to  state-owned  trading  companies. 
However,  due  to  its  WTO  obligations,  in  July  2004,  China  amended 
the  law  so  that  any  business  operator  could  register  to  export, 
eliminating  the  extra  step  of  using  a  state-owned  company  as  a 
middle  man,  which  both  legitimate  exporters  and  counterfeiters 
had  to  take  in  order  to  distribute  internationally.91  This  reduces 
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government  control  and  makes  it  easier  for  counterfeiters  to  export 
their  products. 

Health  and  Safety  Concerns 

China  became  the  world’s  largest  supplier  of  counterfeit  drugs  in 
20  04. 92  The  World  Health  Organization  reports  that  counterfeit 
pharmaceuticals  of  Chinese  origin  cost  pharmaceutical  companies 
$32  billion  a  year.93  U.S.-  and  Europe-based  multinational  compa¬ 
nies  investigated  400  interlinked  websites  marketing  and  selling 
counterfeit  pharmaceuticals,  both  lifestyle  and  non-lifestyle  drugs, 
all  manufactured  in  China.94  Some  major  pharmaceutical  compa¬ 
nies  are  finding  so  much  counterfeit  product  that  they  are  expand¬ 
ing  their  testing  facilities.95  Counterfeit  pharmaceuticals  pose  a  se¬ 
rious  threat  because  they  may  vary  in  content  from  the  legitimate 
product — or  bear  no  chemical  resemblance  to  it;  indeed,  they  may 
be  composed  of  toxic  materials.  Moreover,  it  is  difficult  for  con¬ 
sumers  to  determine  if  the  product  is  counterfeit  or  not,  as  the 
packaging  of  counterfeit  drugs  is  often  identical  to  the  original  and 
consumers  may  be  unaware  of  the  danger.96 

Counterfeit  alcohol,  tobacco,  and  pharmaceuticals  appear  to  have 
the  highest  potential  for  human  injury.  However,  other  counterfeit 
products  also  cause  safety  concerns;  Chinese  counterfeiters  have 
produced  batteries  that  explode  because  of  faulty  manufacturing 
and  engine  timing  belts  that  break  after  only  one-fifth  the  time  of 
the  authentic  product.97 

U.S.  Industry 

U.S.  companies’  investments  in  China  often  provide  Chinese  ac¬ 
cess  to  the  technologies  of  U.S.  patent  holders.  Sometimes  tech¬ 
nology  acquired  in  this  way  is  diverted  to  China’s  illegitimate  econ¬ 
omy.98  However,  foreign  direct  investment  or  any  other  U.S.  indus¬ 
try  presence  is  not  required  for  Chinese  IP  infringement. 


The  U.S.  Patent  and  Trademark  Office  advises  that  all  U.S. 
businesses  that  plan  to  have  an  Internet  presence,  international 
trade  show,  or  other  similar  exposure,  regardless  of  whether  they 
plan  to  manufacture  or  market  in  China  or  engage  a  Chinese  en¬ 
tity,  should  plan  carefully  to  protect  their  IP  from  the  threat  of 
Chinese  piracy.99 


Market  access  barriers  prevent  U.S.  companies  from  entering 
and  serving  the  Chinese  market  efficiently.  This  provides  an  oppor¬ 
tunity  for  pirates  to  operate  in  the  market  before  or  in  place  of  U.S. 
companies.100  Market  access  restrictions,  such  as  delays  in  regu¬ 
latory  approval  and  restrictions  on  distribution  rights,  “artificially 
limit  the  availability  of  foreign  content  and  thus  lead  consumers  to 
the  black  market.”101  U.S.  movie  makers,  whose  showings  are  lim¬ 
ited  to  a  handful  of  films  allowed  into  Chinese  theaters,  are  a  fre¬ 
quent  target  of  counterfeiters  since  consumers  cannot  see  the  mov¬ 
ies  on  the  big  screen.  Furthermore,  industries  not  permitted  to  op¬ 
erate  independently  in  China  face  additional  vulnerabilities. 
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Former  Congresswoman  Pat  Schroeder,  current  president  and 
CEO  of  the  Association  of  American  Publishers,  testified  to  the 
Commission  that  U.S.  book  publishers  conservatively  estimate  that 
they  lost  $52  million  in  sales  in  China  due  to  IP  theft  in  2005. 102 
Foreign  publishers  are  not  permitted  to  operate  independently  in 
China  and  each  must  partner  with  a  local  publisher,  some  of  whom 
are  not  interested  in  protecting  foreign  copyrights  and  may,  in  fact, 
steal  the  foreign  publisher’s  copyrighted  materials.  Furthermore, 
foreign  books  are  often  translated  into  Chinese  and  sold  without 
permission.  College  textbook  piracy  is  rampant  at  Chinese  univer¬ 
sities;  in  fact,  universities  often  photocopy  textbooks  to  sell  to  the 
students.  Schroeder  stated  that  U.S.  publishers  could  compete  with 
Chinese  publishers  at  a  fair  price  if  they  were  permitted  to  publish 
independently  in  China.  However,  because  of  the  local  partner  re¬ 
quirements,  U.S.  publishers  must  rely  on  their  Chinese  partners  to 
import  books,  and  the  cost  is  far  higher. 

Chinese  enforcement  against  piracy  often  consists  of  merely  de¬ 
stroying  end  products  such  as  pirated  DVDs  or  books,  but  not  re¬ 
moving,  confiscating,  or  destroying  the  production  equipment.  The 
result  is  that  pirates  often  resume  production  rapidly  after  seizure 
of  their  current  inventory. 

Some  multinational  corporations  tolerate  a  certain  level  of  IP  in¬ 
fringement  to  operate  in  China,  often  without  publicly  complaining 
for  fear  of  being  shut  out  of  the  China  market.103  For  example,  one 
multinational  corporation  has  thanked  the  Chinese  government  for 
its  improvements  in  IP  protection,  while  at  the  same  time  the  com¬ 
pany’s  managers  in  China  are  grappling  with  a  multi-billion-dollar- 
a-year  loss  due  to  Chinese  infringement.  Nevertheless,  multi¬ 
national  corporations  continue  to  invest  in  research  and  develop¬ 
ment  facilities  located  in  China.  At  the  same  time,  some  of  these 
companies  that  operate  in  the  United  States  do  not  provide  suffi¬ 
cient  data  to  the  U.S.  government  to  enable  it  to  work  on  behalf 
of  their  IP  interests  in  world  bodies  such  as  the  WTO. 

This  type  of  corporate  behavior  allows  the  Chinese  government 
to  hide  behind  cosmetic  changes  to  its  IPR  protection  laws  and  en¬ 
forcement  procedures  while  undertaking  no  significant  changes.104 
During  their  fact-finding  trip  to  China  in  June,  the  Commission 
witnessed  the  consequences  of  such  behavior  to  some  multinational 
corporations.  To  battle  the  growing  wave  of  counterfeiting,  one 
U.S. -based  consumer  products  company  was  forced  to  hire  private 
investigators  to  bring  cases  to  court,  only  to  find  that  the  fines  lev¬ 
ied  on  violators  were  hardly  more  than  an  annoyance  for  counter¬ 
feiters  who  were  back  in  business  the  next  day. 

For  small  and  medium-sized  enterprises,  intellectual  property 
theft  can  be  devastating.  This  sector  is  critical  to  America’s  innova¬ 
tion-rich  economy.  Pat  Choate  of  the  Manufacturing  Policy  Project 
recounted  to  the  Commission  his  estimate  that  45  percent  of  all 
U.S.  inventions  are  the  products  of  small  and  medium-sized  enter¬ 
prises,  individual  inventors,  universities,  or  research  institu¬ 
tions.105  “Increasingly,  counterfeiters  are  targeting  American  small 
and  medium-sized  enterprises  and  thereby  seriously  undermining 
their  ability  to  compete  in  global  markets.”106 

At  present,  there  are  no  established  means  whereby  U.S.  import¬ 
ers  can  be  confident  that  they  are  not  importing  counterfeit  goods 
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from  China  and  therefore  may  be  incurring  liability.  According  to 
Dr.  Choate’s  testimony,  placing  liability  on  the  importer  of  record 
could  decrease  the  likelihood  that  counterfeit  goods  can  enter  and 
be  sold  in  the  United  States.107  He  told  the  Commission  that  such 
a  measure  would  serve  three  important  purposes:  it  would  combat 
piracy  by  reducing  its  profitability;  it  would  increase  protection  for 
Americans  from  catastrophic  failures  of  sensitive  counterfeit  goods 
such  as  auto  and  aircraft  parts  and  pharmaceutical  products,  and 
from  the  economic  costs  of  other  counterfeit  failures;  and  it  would 
substantially  reduce  the  potential  of  costly  liability  claims  against 
American  firms  when  their  products  have  been  counterfeited  and 
subsequently  have  failed  to  meet  legal  or  warranty  obligations. 

U.S.  Government  Efforts 

The  lack  of  intellectual  property  protection  has  been  a  frequent 
topic  of  conversation  during  meetings  of  the  U.S. -China  Joint  Com¬ 
mission  on  Commerce  and  Trade.  Chinese  authorities  have  given 
U.S.  officials  repeated  assurances  that  they  are  strengthening  laws, 
regulations,  and  penalties  pertaining  to  intellectual  piracy.  But 
Chinese  officials  have  not  been  able  to  point  to  any  decrease  in  vio¬ 
lations  or  even  an  increase  in  the  penalties  assessed  on  violators. 

The  most  recent  meeting  of  the  Joint  Commission  in  April  2006 
secured  China’s  most  specific  promise  to  date  on  protection  for 
business  software.  The  Chinese  government  pledged  that  future 
regulations  would  require  computer  manufacturers  to  pre-load  com¬ 
puters  with  authentic  operating  system  software.  Government  min¬ 
istries  would  be  required  to  purchase  only  computers  that  were 
pre-loaded  with  legal  operating  systems.  Until  now,  most  Chinese 
computers  sold  domestically  had  not  been  preloaded  with  software 
operating  systems.  This  encouraged  consumers  to  shop  for  the  low¬ 
est-cost  operating  systems,  which  invariably  are  pirated.  But  by 
late  September  2006,  the  International  Intellectual  Property  Alli¬ 
ance  reported  that  it  had  no  evidence  that  the  change  had  been  im¬ 
plemented  and  could  find  no  increase  in  software  sales  that  could 
be  expected  to  come  from  stricter  enforcement.108 
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IPR  Protection  Agreements  China  Signed  with  the 
United  States  or  with  the  United  States  and  Other 
Nations 

1979 

Agreement  on  Trade  Relations  Between  the  United  States  and 
China — includes  pledge  to  protect  U.S.  patents,  trademarks, 
copyrights,  and  industrial  property  in  China 

1980 

China’s  Accession  to  the  World  Intellectual  Property  Organization 

1985 

China’s  Accession  to  the  Paris  Convention  for  the  Protection  of 
Industrial  Property 

1989 

U.S. -China  Memorandum  of  Understanding  on  Enactment  and 
Scope  of  PRC  Copyright  Law 

1992 

U.S. -China  Memorandum  of  Understanding  on  Intellectual  Prop¬ 
erty  Rights.  China’s  Accession  to  the  Berne  Convention  for  the 
Protection  of  Literary  and  Artistic  Works 

1993 

Convention  for  the  Protection  of  Producers  of  Phonograms  Against 
Unauthorized  Duplication  of  their  Phonograms 

1995 

U.S. -China  Memorandum  of  Understanding  on  Intellectual 
Property  Rights 

1996 

U.S. -China  Memorandum  of  Understanding  on  Intellectual 
Property  Rights 

2001 

China’s  Accession  to  the  WTO — Agreement  on  Trade  Related 
Aspects  of  Intellectual  Property  Rights 


The  U.S.  Trade  Representative,  recognizing  that  much  of  China’s 
intellectual  property  protection  problem  is  concentrated  in  specific 
areas  and  that  enforcement  primarily  occurs  at  the  local  level,  is 
promising  a  review  of  Chinese  IPR  protection  efforts  at  the  provin¬ 
cial  level  this  year.  In  addition,  it  is  reportedly  readying  an  IPR  in¬ 
fringement  case  against  China  through  the  WTO. 

“Faced  with  only  limited  progress  by  China  in  address¬ 
ing  certain  deficiencies  in  IPR  protection  and  enforcement, 
the  United  States  will  step  up  consideration  of  its  WTO  dis¬ 
pute  settlement  options.  In  addition,  the  United  States  will 
conduct  a  special  provincial  review  in  the  coming  year  to 
examine  the  adequacy  and  effectiveness  of  IPR  protection 
and  enforcement  at  the  provincial  level.  The  goal  of  this  re¬ 
view  will  be  to  spotlight  strengths,  weaknesses,  and  incon¬ 
sistencies  in  and  among  specific  jurisdictions,  and  to  in¬ 
form  next  year’s  Special  301  review  of  China  as  a  whole.  ” 109 
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The  U.S.  Trade  Representative  also  is  expanding  the  staff  deal¬ 
ing  with  IPR  issues  at  the  U.S.  Embassy  in  Beijing.  At  its  Wash¬ 
ington  headquarters,  the  Representative  has  created  a  China  En¬ 
forcement  Task  Force.110  The  U.S.  Patent  and  Trademark  Office 
stationed  an  IP  attache  in  the  U.S.  Embassy  in  Beijing  and  is  due 
to  add  two  additional  IP  attorneys  this  year.111 

The  U.S.  Government  is  expanding  the  tools  it  offers  industry  to 
protect  its  IP.  It  permits  businesses  to  record  trademarks  directly 
with  Customs  and  Border  Protection  agents.  It  is  educating  small 
and  medium-sized  enterprises  on  how  to  protect  their  intellectual 
property.  In  2004,  the  U.S.  Trade  Representative  and  the  Depart¬ 
ments  of  Commerce,  Justice,  State,  and  Homeland  Security  estab¬ 
lished  the  Strategy  Targeting  Organized  Piracy  (STOP)  Initiative. 
STOP  provides  a  visible,  accessible  point  in  the  Federal  Govern¬ 
ment  where  businesses  can  report  cases  of  intellectual  property  in¬ 
fringement  through  either  the  stopfakes.gov  website  or  the  STOP! 
hotline.  Since  its  inception,  the  stopfakes.gov  website  has  received 
1.8  million  visits,  and  in  the  first  quarter  of  fiscal  year  2006  the 
STOP!  hotline  received  550  calls. 

WTO  Dispute  Mechanism  and  Other  International  Trade 
Remedies 

The  WTO  dispute  settlement  mechanism  should  be  a  key  tool  to 
protect  the  IPR  of  U.S.  businesses  in  an  era  of  globalization.  But 
the  United  States  has  seldom  used  this  tool  to  address  cases  involv¬ 
ing  China  even  though,  in  one  of  the  non-IPR-related  cases  where 
it  was  employed,  the  process  led  to  a  satisfactory  conclusion:  swift 
negotiations  to  end  a  discriminatory  practice  by  China. 

The  reluctance  of  the  USTR  to  use  the  WTO  process  to  adju¬ 
dicate  disputes  about  whether  China  is  violating  its  WTO  obliga¬ 
tions  is  partially  attributable  to  weaknesses  in  the  quasi-judicial 
WTO  dispute  settlement  system  itself.  But  there  are  other  reasons. 
Some  delay  is  due  to  the  historical  preference  in  the  Office  of  the 
U.S.  Trade  Representative  for  entering  into  negotiations  with  the 
governments  of  offending  nations  even  before  filing  a  WTO  case. 
Even  more  important  is  the  Representative’s  emphasis  on  building 
the  strongest  possible  case  and  enlisting  other  countries  as  plain¬ 
tiffs.  This  effort  has  been  complicated  by  the  reluctance  of  U.S.- 
based  businesses  with  operations  in  China  to  provide  to  the  U.S. 
government  necessary  evidence  of  intellectual  property  infringe¬ 
ment  in  China  because  of  fears  that  Beijing  will  withdraw  favors 
and  investment  incentives  from  any  company  bold  enough  to  speak 
out. 

The  U.S.  Trade  Representative  currently  is  developing  a  WTO 
complaint  based  on  China’s  failure  to  enforce  international  rules 
against  piracy.  In  order  to  minimize  the  risk  of  retaliation  against 
individual  companies  by  Chinese  authorities,  the  Representative  is 
working  through  several  industry  associations  and  hopes  to  collabo¬ 
rate  on  that  case  with  counterparts  from  the  European  Union, 
Japan,  and  other  trading  partners.112 

Although  IPR  enforcement  may  be  primarily  the  province  of  local 
or  regional  officials  in  China,  under  WTO  rules  the  central  govern¬ 
ment  bears  ultimate  responsibility  for  all  trade-related  matters 
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and,  in  particular,  for  the  actions  (or  inactions)  of  any  level  of  gov¬ 
ernment.113  The  most  likely  successful  WTO  case  for  the  United 
States  would  be  based  on  Trade  Related  Aspects  of  Intellectual 
Property  Rights  (TRIPS)  Articles  41  and  61,  which  provide  that 
TRIPS  members  shall  ensure  they  have  effective  enforcement  pro¬ 
cedures  against  IP  infringement.114  China  clearly  does  not. 

In  addition  to  the  WTO  dispute  settlement  mechanism,  the 
United  States  has  used  other  WTO  tools  to  place  multilateral  pres¬ 
sure  on  China.  Last  year,  the  United  States,  Japan,  and  Switzer¬ 
land  made  simultaneous  requests  to  China  under  the  TRIPS  Agree¬ 
ment  to  provide  information  on  judicial  decisions  and  administra¬ 
tive  rulings  related  to  IP  theft.115  China  has  failed  to  provide  this 
information. 

SECTION  3:  CHINA’S  FINANCIAL  SYSTEM  AND 
MONETARY  POLICIES  AND  THEIR  EFFECTS  ON 
THE  UNITED  STATES 


The  Commission  shall  investigate  and  report  on — 

“REGIONAL  ECONOMIC  AND  SECURITY  IMPACTS— The  tri¬ 
angular  economic  and  security  relationship  among  the  United 
States,  [Taiwan],  and  the  People’s  Republic  of  China  (including 
the  military  modernization  and  force  deployments  of  the  Peo¬ 
ple’s  Republic  of  China  aimed  at  [Taiwan]),  the  national  budg¬ 
et  of  the  People’s  Republic  of  China,  and  the  fiscal  strength  of 
the  People’s  Republic  of  China  in  relation  to  internal  insta¬ 
bility  in  the  People’s  Republic  of  China  and  the  likelihood  of 
the  externalization  of  problems  arising  from  such  internal  in¬ 
stability.” 

“FREEDOM  OF  EXPRESSION — The  implications  of  restrictions 
on  speech  and  access  to  information  in  the  People’s  Republic  of 
China  for  its  relations  with  the  United  States  in  the  areas  of 
economic  and  security  policy.” 


Key  Findings 

•  China’s  financial  system  is  an  increasingly  important  element  in 
Beijing’s  development  strategy  and  its  program  to  preserve  inter¬ 
nal  stability.  China’s  banks  serve  the  nation’s  development  strat¬ 
egy  in  several  key  ways.  The  banks,  which  are  predominantly 
state-owned  or  state-controlled  themselves,  often  are  called  on  to 
make  loans  to  other  state-owned  enterprises  without  attention  to 
creditworthiness,  collateral,  or  other  typical  lending  require¬ 
ments  of  banks  operating  in  real  market-driven  economies.  In¬ 
stead,  Chinese  banks  often  are  expected  to  grant  low  interest 
loans,  carry  large  amounts  of  defaulted  loans  on  their  books,  or 
forgive  such  debts  held  by  government-owned  companies.  In  a 
centrally  planned  economy  such  as  China’s,  these  loans  are  a  de¬ 
vice  for  subsidizing  various  activities  and  specific  industries  that 
China’s  power  structure  favors.  The  ultimate  goal  is  to  preserve 
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internal  stability  and  strengthen  the  control  of  the  Chinese  Com¬ 
munist  Party. 

•  Serious  and  potentially  crippling  problems  threaten  the  financial 
system  in  China  and  render  it  vulnerable  to  excessive  volatility 
and  collapse.  These  problems  include  a  large  number  of  defaulted 
bank  loans,  an  underdeveloped  stock  and  bond  market,  an  imma¬ 
ture  insurance  system,  poor  accounting  practices,  and  excessive 
government  ownership  and  control  over  the  economy,  including 
a  refusal  to  let  the  currency  be  governed  by  market  forces.  China 
cannot  fully  develop  a  free-market  system  until  these  problems 
are  substantially  resolved. 

•  A  financial  crisis  in  China  would  harm  its  economy,  decrease 
China’s  purchase  of  U.S.  exports,  and  reduce  China’s  ability  to 
fund  U.S.  borrowing,  particularly  to  cover  the  U.S.  budget  deficit. 
An  economic  crisis  in  China  has  the  potential  to  raise  U.S.  inter¬ 
est  rates,  thereby  placing  major  additional  costs  on  U.S.  busi¬ 
nesses  and  individual  consumers  and  producing  dislocation  in  the 
U.S.  economy.  It  also  could  exacerbate  Chinese  domestic  political 
tensions  in  an  unpredictable  fashion.  This  is  why  the  condition 
of  China’s  financial  system  is  of  concern  to  the  United  States. 

•  The  Chinese  government’s  deliberate  undervaluation  of  the 
renminbi  makes  U.S.  products  more  expensive  to  Chinese  con¬ 
sumers  who  therefore  purchase  fewer  of  them.  Conversely,  Chi¬ 
na’s  undervalued  currency  also  makes  Chinese  products  cheaper 
in  the  United  States,  and  therefore  U.S.  consumers  purchase 
more  of  them.  The  combination  is  a  major  contributor  to  the 
record-high  and  still-growing  U.S.  trade  deficit.  The  undervalued 
Chinese  currency  harms  American  competitiveness  and  is  also  a 
factor  encouraging  the  relocation  of  U.S.  manufacturing  overseas 
while  discouraging  investments  in  U.S.  exporting  industries. 

•  There  has  been  so  little  independent  regulation  of  accounting 
procedures  in  China  that  the  health  of  the  entire  securities  and 
insurance  sectors  remains  questionable.  Chinese  officials  remain 
highly  reluctant  to  allow  independent  and  objective  assessments 
of  the  financial  system  by  foreign  auditors  and  credit  rating 
agencies. 

•  The  ownership  of  U.S.  Treasury  securities,  government  agency 
bonds,  and  corporate  bonds  cannot  be  easily  tracked.  Foreign 
holders  of  U.S.  Treasury  securities,  including  foreign  central 
banks,  need  not  disclose  their  ownership  and  are  not  required  to 
do  so  either  by  the  United  States  or  by  international  agencies. 
The  lack  of  accurate  data  makes  it  difficult  to  predict  the  effect 
of  a  sell-off  by  any  one  country  of  dollar-denominated  assets. 

Overview 

China’s  financial  system  is  in  its  most  critical  transition  period, 
facing  a  December  11,  2006,  deadline  to  adhere  to  its  extensive 
World  Trade  Organization  (WTO)  commitments  to  liberalize  its  fi¬ 
nancial  sector.  With  some  notable  exceptions,  China  appears  to 
have  made  a  good  faith  effort  to  comply  with  its  WTO  obligations 
in  the  banking  sector.  But  creating  a  strong  and  sound  banking,  in- 
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surance,  and  securities  sector — from  a  patchwork  of  highly-pro¬ 
tected,  inefficient,  state-owned  enterprises — is  an  enormous  task. 
China’s  banks  are  filled  with  IOUs  from  delinquent  borrowers, 
many  of  them  government-owned  or  -controlled  and  unlikely  ever 
to  completely  repay  the  loans.  Meanwhile,  the  assets  that  served 
as  collateral  for  many  loans  have  failed  to  hold  their  value.  Bank 
loans  continue  to  be  made  for  political  rather  than  financial  rea¬ 
sons. 

The  other  two  legs  of  the  financial  system — securities  and  the 
system  of  property,  casualty,  and  life  insurance — may  be  even 
worse  off  and  therefore  contribute  to  the  overall  instability  of  the 
financial  system.  Here,  too,  decisions  have  been  made  for  non-fi- 
nancial  reasons.  Equity  investments  of  some  insurance  companies 
have  been  directed  to  the  shares  of  certain  companies  with  strong 
government  connections,  but  low  or  non-existent  profits.  Another 
avenue  of  safe  investments  relied  upon  by  Western  insurance  com¬ 
panies — the  corporate  bond  market — is  in  its  infancy  in  China. 
Forced  instead  to  rely  on  low-yielding  Chinese  bank  deposits  rather 
than  higher-yielding,  private  domestic  and  foreign  equities  or 
bonds,  Chinese  insurance  companies  apparently  have  built  up  in¬ 
sufficient  reserves  to  cover  their  future  liabilities. 

The  equity  ownership  rights  of  individuals  in  China — and  of  for¬ 
eign  investors — have  been  heavily  restricted.  Chinese  citizens  have 
been  mostly  limited  to  low-interest-bearing  bank  accounts.  Shares 
of  stock  on  Chinese  exchanges  are  therefore  thinly  traded  and  sub¬ 
ject  to  large  price  swings.  This  further  discourages  such  invest¬ 
ments  by  Chinese  citizens.  Even  as  China’s  economy  has  grown  at 
a  near-10  percent  rate,  the  value  of  publicly  traded  companies  in 
mainland  China  generally  has  been  falling,  although  prices  have 
been  on  the  rise  this  year. 

U.S.  investors  have  also  been  discouraged  from  using  the  Shang¬ 
hai  and  Shenzhen  stock  exchanges.  Even  foreign  financial  giants 
such  as  Goldman  Sachs,  Morgan  Stanley,  and  Citigroup  have  had 
to  go  through  extensive  licensing  procedures  and  approval  proc¬ 
esses  just  to  invest  in  Chinese  companies.  And  such  investments 
may  be  very  risky  still.  There  is  little  transparency  in  the  Chinese 
mainland  stock  exchanges  or  in  the  companies  themselves. 

China’s  financial  markets  are  due  for  some  substantial  changes, 
however.  China’s  WTO  accession  agreement  requires  that  it  open 
up  its  financial  system  to  more  outside  scrutiny  and  investment, 
with  the  phase-in  of  the  new  changes  to  be  completed  by  December 
11,  2006.  If  China  complies  with  its  looming  deadline,  the  nation’s 
financial  system  will  experience  a  liberalization  whose  scope  and 
speed  have  seldom  been  seen  before.  Only  two  precedents  exist: 
after  the  collapse  of  the  Soviet  empire,  Russia  and  some  of  the  Cen¬ 
tral  European,  former  Communist  bloc  countries  underwent  a  rapid 
change.  Russia’s  system  quickly  became  a  free-for-all  and  devolved 
into  criminality.  Central  Europe,  whose  pre-World  War  II  system 
was  capitalistic,  fared  much  better. 

Unfortunately,  at  the  time  this  report  is  being  finalized,  Chinese 
authorities  announced  that  the  opening  of  Chinese  securities  firms 
to  partial  foreign  ownership  may  be  delayed  for  a  year  past  the  De¬ 
cember  2006  deadline.  This  is  in  contrast  to  the  willingness  of  au¬ 
thorities  in  Beijing  to  allow  up  to  25  percent  foreign  ownership  of 
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Chinese  banks,  and  their  pledges  to  allow  foreign  banks  to  estab¬ 
lish  branch  offices  in  China. 

The  Banks  Must  Climb  Out  of  a  Deep  Hole 

Of  all  the  changes  in  the  financial  system  contemplated  by  the 
WTO  agreement,  the  Chinese  government  is  most  enthusiastic 
about  implementing  those  relating  to  banking.  Beijing  realizes  the 
country  must  have  a  stronger  banking  system  to  take  the  economy 
to  the  next  step  in  the  process  of  globalization.  To  help  accomplish 
that,  China  has  already  privatized  a  significant  part  of  its  banking 
sector  and  has,  in  some  cases,  beaten  its  deadlines  for  allowing  for¬ 
eign  investment  in  the  sector. 

Until  now,  China’s  banks  have  been  the  primary  vehicle  for  fi¬ 
nancing  business  investment,  and  while  the  securities  industry  un¬ 
dergoes  modernization,  banks  likely  will  retain  their  importance. 
China’s  banks  have  enjoyed  a  near  monopoly  on  the  impressive 
savings  of  the  private  and  public  sectors — estimated  to  be  as  high 
as  50  percent  of  GDP.  Clearly,  a  shortage  of  savings  and  deposits 
is  not  China’s  banking  problem.  With  a  foreign  currency  reserve  of 
about  $1  trillion,  the  People’s  Bank  of  China  has  the  ability  to 
throw  the  banks  a  stout  lifeline. 

Indeed,  China  has  already  spent  heavily  to  bail  out  its  banking 
system,  primarily  through  government  purchases  of  bad  loans.  A 
low  estimate  puts  the  cost  so  far  at  $60  billion  since  1998. 116  An¬ 
other  estimate  using  similar  methodology  estimates  the  cost  at  $95 
billion.117  According  to  Michael  Petit,  managing  director  of  Stand¬ 
ard  and  Poor’s  corporate  and  government  ratings  in  Asia,  the  Chi¬ 
nese  government  may  have  already  spent  or  committed  $400  billion 
to  create  a  solvent  banking  system.  Still,  he  says,  problem  loans 
represent  an  additional  $500  billion  to  $650  billion.118  119 

A  large  number  of  the  bad  loans  originated  with  the  practice  of 
state-owned  banks  lending  almost  exclusively  to  state-owned  busi¬ 
nesses.  Dr.  Kellee  Tsai,  a  political  scientist  at  Johns  Hopkins  Uni¬ 
versity  and  authority  on  the  Chinese  banking  system,  noted  that 
the  government-owned  banks  were  originally  established  as  a  re¬ 
form  measure  in  the  1980s  because  in  prior  years,  money  had 
flowed  directly  from  the  government  treasury  into  the  state-owned 
businesses.  “So  all  the  employees  within  the  state  banking  system 
were  afraid  to  lend  to  private  entrepreneurs  because  they  thought, 
Well,  if  they  don’t  repay,  I  could  lose  my  job;  it  would  be  disas¬ 
trous.’  And  they  weren’t  trained  to  evaluate  clients  according  to 
standard  market  ways  of  evaluating  creditworthiness.  They  weren’t 
looking  at  their  credit  history  and  collateral.” 120 

In  short,  yesterday’s  reform  became  today’s  problem.  Official  Chi¬ 
nese  estimates  show  that  nearly  80  percent  of  the  bad  loans  on  the 
books  of  Chinese  banks  are  attributable  to  “conflicts  of  interest 
where  local  governments  were  the  owners  of  some  of  the  banks  and 
financed  unnecessary  projects.” 121  Standard  and  Poor’s  estimates 
the  proportion  of  loans  in  default  at  the  end  of  2005  was  between 
20  percent  and  25  percent.122  To  some  observers,  this  high  level  of 
problem  and  defaulted  loans  shows  that  state  control  over  the 
banking  system  is  still  extensive.  “Everybody  assumes  that  China 
wants  to  be  capitalist  and  that  socialism  with  Chinese  characteris¬ 
tics  is  really  code  for  capitalism,  but  it’s  not,”  Gordon  Chang,  au- 
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thor  of  the  book,  The  Coining  Collapse  of  China,  told  the  Commis¬ 
sion.123 

Now,  China  hopes  to  tap  Western  management  expertise  by  al¬ 
lowing  partial  foreign  ownership  and  participation  in  its  giant 
banks.  The  thinking:  Western  banks  will  make  lending  a  more  ra¬ 
tional  process  without  the  cronyism  and  favoritism  of  the  past,  and 
this  will  improve  the  performance  of  the  Chinese  banks. 

But  some  experts  fear  that  China  may  not  be  offering  the  West¬ 
ern  banks  enough  incentive — a  sufficiently  large  ownership  stake — 
to  attract  their  involvement  and  enable  them  to  introduce  nec¬ 
essary  reforms.  No  single  foreign  bank  can  own  more  than  20  per¬ 
cent  of  a  Chinese  bank  and  total  foreign  ownership  cannot  exceed 
25  percent.  This  will  be  the  case  even  after  full  implementation  of 
China’s  WTO  commitments.  So  far,  the  ownership  levels  have  been 
too  low  to  allow  foreign  banks  to  force  reforms  and  old  hands  at 
China’s  banks  have  resisted.  Chinese  banks,  for  example,  have  cre¬ 
ated  new  positions  for  loan  and  risk  officers,  but  they  have  staffed 
these  new  positions  with  the  same  employees  using  the  same  ana¬ 
lytical  tools.  Under  those  officers,  Chinese  banks  have  amassed 
non-performing  loans  which  are  now  equal  to  7.5  percent  to  9  per¬ 
cent  of  total  bank  deposits  according  to  official  figures,  but  may  be 
as  high  as  25  percent  according  to  Standard  and  Poor’s.124  (The 
People’s  Bank  of  China  reported  that  total  deposits  in  Chinese 
banks  in  December  2004  amounted  to  24  trillion  renminbi  [about 
$3  trillion].)125  If  Standard  and  Poor’s  high  estimate  is  correct,  non¬ 
performing  loans  could  amount  to  $750  billion. 

China  also  must  prepare  for  the  day  when  its  GDP  growth  rate 
dips  below  nine  percent,  possibly  pushing  up  the  number  of  de¬ 
faulted  and  problem  loans,  which  are  now  on  the  decline.  As  more 
state-owned  enterprises  are  forced  to  adopt  market-driven  business 
practices,  more  of  them  will  either  fail  or  reveal  their  profits  to 
have  been  illusory.  Banks  will  have  to  be  strong  enough  to  write 
down  those  loans  and  still  remain  solvent.  And  as  the  Chinese  se¬ 
curities  market  grows,  banks  will  lose  their  monopoly  on  the  de¬ 
positors  who  are  offered  so  few  alternative  opportunities  to  grow 
their  money  in  China.  But  so  far,  China  has  not  faced  up  to  the 
challenges  posed  by  the  many  bad  loans  held  by  its  banks.  In  Sep¬ 
tember,  the  central  government  decided  to  exempt  more  than  2,000 
of  its  worst  performing  state-owned  enterprises  from  the  new  bank¬ 
ruptcy  law  passed  only  the  month  before,  demonstrating  a  ques¬ 
tionable  commitment  to  dealing  with  the  problem.126 

To  its  credit,  China  has  managed  to  establish  a  regulatory  re¬ 
gime  for  banking,  headed  by  a  central  bank  modeled  on  the  U.S. 
Federal  Reserve  Bank.  The  People’s  Bank  of  China  sets  short  term 
interest  rates  and  bank  reserve  requirements,  and  manages  the 
foreign  currency  reserves.  In  spite  of  this  effort,  implementation 
falls  short. 

The  formal  banking  system  is  failing  entrepreneurs.  If  China  is 
to  move  to  a  free  market  economy,  Chinese  entrepreneurs  must  be 
able  to  finance  their  ventures.  This  will  require  a  banking  system 
that  meets  their  needs,  which  they  currently  do  not  have.  As  late 
as  mid-2006,  only  one  percent  of  the  loans  from  state-owned  banks 
had  gone  to  Chinese  entrepreneurs,  according  to  Dr.  Tsai.  Instead, 
small  businesses  rely  on  a  scattered,  unregulated,  and  informal 
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lending  system  estimated  by  the  People’s  Bank  of  China  to  account 
for  $118  billion  or  seven  percent  of  GDP.127  The  default  rate  in  this 
informal  system  is  far  lower  than  it  is  among  the  large  banks.  In 
the  informal  system,  “Assets  will  be  confiscated,  fingers  will  be 
taken  . . .  kids  will  be  kidnapped — you  name  it,”  Tsai  told  the  Com¬ 
mission.  “They  have  very  low  [non-performing  loan]  rates.”  The  size 
of  this  informal  banking  sector  is  yet  another  symptom  of  the  inad¬ 
equacy  of  the  formal  banking  sector. 

The  health  of  Chinese  banks  is  a  concern  for  the  United  States 
for  several  reasons.  Their  weak  state  makes  the  entire  Chinese  fi¬ 
nancial  system  vulnerable  in  a  crisis.  A  Chinese  banking  crisis 
could  even  imperil  the  entire  Chinese  economy,  whose  growth  has 
accounted  for  about  a  quarter  of  global  growth  in  recent  years. 
Given  China’s  size,  the  impact  of  a  financial  and  economic  collapse 
could  be  global  and  severe. 

In  a  crisis,  as  domestic  demand  dried  up,  China’s  export  sector 
would  be  even  more  important  to  the  overall  economy  and  could  re¬ 
ceive  even  more  government  support.  The  financial  and  political 
turmoil  in  China  in  the  spring  of  1989,  for  example,  had  no  effect 
on  China’s  export  sector,  which  “just  continued  to  hum  along  as  if 
it  were  in  a  separate  country.”128  An  economic  crisis  in  China 
would  also  cut  into  U.S.  exports  there,  particularly  of  such  capital 
goods  as  commercial  aircraft,  currently  among  the  top  U.S.  exports 
to  China.  Yet  the  U.S.  trade  deficit  with  China  might  also  accel¬ 
erate  since  the  Chinese  export  sector  would  stay  strong. 

Meanwhile,  unemployment  in  the  state-owned  sector  could  be  ex¬ 
pected  to  grow  with  potentially  devastating  consequences  for  the 
population.129  The  social  safety  net  is  highly  porous.  National  un¬ 
employment  benefits  do  not  exist,  only  about  15  percent  of  the  pop¬ 
ulation  is  covered  by  any  type  of  pension,  and  many  of  those  pen¬ 
sions  are  underfunded. 

Other  Problems  in  the  Financial  Sector 

The  other  two  legs  of  the  financial  system  stool — stock  and  bond 
brokerages  and  the  insurance  industry — are  in  even  worse  shape 
than  the  banks.  In  theory,  the  nation’s  stock  exchanges  should  be 
facilitating  the  transition  from  a  state-owned  economy  to  a  private, 
market-based  system.  But  whenever  the  government  hints  it  is 
going  to  sell  its  holdings  in  a  particular  firm,  investors  try  to  sell 
first  to  avoid  the  price  drop  that  results  from  putting  up  so  many 
shares  for  sale  so  quickly.  This  has  been  creating  volatility  and  di¬ 
minishing  confidence  in  the  market. 

There  are  structural  reasons  for  the  difficulties  in  the  exchanges 
as  well.  Unlike  the  banking  system,  securities  dealers  are  not  wel¬ 
coming  competing,  foreign  companies  to  help  in  the  transition.  In 
fact,  in  September,  Chinese  regulators  announced  a  one-year  sus¬ 
pension  of  partial  sales  of  brokerages  to  foreign  investors.130  Even 
before  this  suspension,  foreigners  were  limited  to  joint  ventures 
and  ownership  was  capped  at  33  percent.131  (Among  its  WTO  com¬ 
mitments  China  pledged  to  fulfill  by  December  11,  is  to  increase  to 
49  percent  the  proportion  of  a  joint  venture  a  foreign  securities 
company  can  own.)  Thus  far,  of  the  $24  billion  that  foreign  inves¬ 
tors  have  expended  in  buying  into  financial  services  companies  in 
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China  since  2001,  only  $600  million  has  been  spent  in  buying 
shares  of  securities  firms.132 

The  insular  nature  of  the  securities  system  also  makes  it  vulner¬ 
able  to  rapid  price  swings  and  loss  of  public  confidence.  It  also  re¬ 
duces  the  effect  of  regulations.  After  all,  as  many  as  three-quarters 
of  all  private  financial  transactions  may  be  occurring  outside  the 
formal  financial  system,  according  to  one  estimate.133 

In  the  past  few  years,  China  has  established  a  foreign  currency 
market,  a  commercial  paper  market,  a  corporate  bond  market,  and 
the  “back  offices”  and  trading  systems  to  implement  them.  This  in¬ 
frastructure  gives  China  the  potential  to  continue  to  liberalize  its 
financial  system.  Perhaps  most  important  for  the  United  States  in 
the  short  term,  this  infrastructure  would  allow  China  eventually  to 
adopt  a  more  flexible  exchange  rate  regime.  Nevertheless,  Beijing 
has  decided  not  to  relax  its  tight  control  over  the  value  of  the 
renminbi  relative  to  the  dollar. 

China  has  only  slightly  loosened  the  controls  on  its  insurance 
companies  to  allow  them  to  invest  abroad.  Without  such  invest¬ 
ment,  insurance  firms  cannot  be  certain  of  steady  returns  that  help 
them  to  cover  their  losses  and  to  keep  premiums  affordable.  Do¬ 
mestic  stock  markets  have  not  proved  to  be  a  reliable  vehicle  for 
the  Chinese  insurance  companies  to  hedge  their  risks. 

Foreign  insurers  face  discrimination.  They  are  required  to  apply 
for  licenses  serially  while  Chinese  insurers  can  apply  concurrently. 
That  is,  foreign  insurers  must  await  approval  of  one  application  be¬ 
fore  applying  for  another.134  This  is  apparently  intended  to  slow 
the  entry  of  foreign  and  U.S.  firms  into  the  fast-growing  Chinese 
insurance  market.  It  is  a  clear  violation  of  WTO  rules  on  “national 
treatment.”  Insurers  are  engaged  in  what  they  call  a  “dialogue” 
with  Chinese  regulators  and  say  they  are  making  progress  on  this 
issue. 

Information  Flow  Is  Increasingly  Restricted 

A  free  flow  of  information  is  essential  to  the  efficient  functioning 
of  markets.  Information  flowing  from  consumers  to  producers  is 
what  allows  the  capitalist  system  to  avoid  the  production  bottle¬ 
necks  and  the  waste  that  plague  planned  economies.  But  China  re¬ 
fuses  to  recognize  this  principle  and  has  been  enacting  ever-larger 
barriers  to  the  free  flow  of  information. 

Chinese  regulators  have  sought  to  prevent  independent  credit 
rating  agencies  such  as  Standard  &  Poor’s,  Moody’s,  and  Fitch  from 
establishing  operations  in  China.  The  work  of  such  credit  rating 
agencies  is  essential.  They  evaluate  the  underlying  risk  of  bond 
issuers  and  therefore  impose  discipline  on  the  borrowing  companies 
that  know  that  drops  in  their  ratings  will  lead  to  higher  borrowing 
costs.  This  helps  keep  the  system  honest  and  understandable  and 
avoid  nasty  surprises. 

But  Chinese  authorities  want  to  limit  foreign  credit  rating  agen¬ 
cies  to  a  minority  stake  in  joint  ventures,  which  would  reduce  their 
independence  and  credibility.  Even  worse,  regulators  want  to  use 
their  licensing  authority  to  control  the  hiring  of  credit  analysts  and 
their  various  activities.  Trying  to  control  the  flow  of  any  negative 
news  would  render  the  credit  rating  system  useless  and  make  it  ex¬ 
tremely  difficult  for  all  investors  to  make  informed  choices.  A  com- 
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promised  credit  rating  agency  system,  by  obfuscating  potential 
problems,  increases  the  chance  a  small  event  will  turn  into  a  finan¬ 
cial  crisis,  with  cascading  effects  both  within  and  outside  China. 

The  testimony  to  the  Commission  of  representatives  from  Stand¬ 
ard  and  Poor’s,  one  of  the  major  credit  rating  agencies,  was  instruc¬ 
tive.  The  company  has  been  active  in  China  since  1991,  evaluating 
the  credit-worthiness  of  Chinese  government  debt  and  its  issuance 
of  U.S. -denominated  sovereign  debt  by  the  central  government.  The 
company  has  maintained  an  office  in  Beijing  since  2005,  but  is  al¬ 
lowed  to  issue  ratings  on  Chinese  companies  only  from  its  Hong 
Kong  office.135  This  is  in  marked  contrast  to  such  other  Asia-Pacific 
nations  as  Japan,  Singapore,  and  Australia,  which  understand  and 
support  the  market  function  of  independent  ratings  agencies.  Fur¬ 
ther  hampering  the  establishment  of  an  independent  ratings  sys¬ 
tem  are  the  competition  and  confusion  among  four  regulatory  bod¬ 
ies  that  claim  jurisdiction  over  rating  agencies  operating  in  China. 

In  addition  to  restrictions  on  rating  agencies,  China  has  moved 
aggressively  to  limit  dissemination  of  news  and  financial  informa¬ 
tion  by  foreign  news  media.  In  September,  China’s  government 
issued  strict  curbs  on  the  dissemination  of  news  in  China.  In  par¬ 
ticular,  international  financial  information  companies  such  as  Reu¬ 
ters  Group  PLC  and  Bloomberg  LP  are  prohibited  from  selling 
their  information  and  financial  news  directly  to  Chinese  customers 
such  as  banks  and  brokerages.136 

The  new  restriction,  issued  by  China’s  official  Xinhua  news  agen¬ 
cy,  seems  designed  to  accomplish  two  goals:  the  first  of  these  is  to 
bring  foreign  news  agencies  under  the  control  of  Chinese  govern¬ 
ment  authorities,  a  continuation  of  China’s  efforts  to  limit  inde¬ 
pendent  dissemination  of  news  within  China,  particularly  news 
that  points  up  government  mismanagement,  civil  unrest,  and  man¬ 
made  and  natural  disasters.  The  new  restriction  makes  it  illegal  to 
distribute  articles  that  “undermine  China’s  national  unity,  sov¬ 
ereignty,  and  territorial  integrity”  and  that  “endanger  China’s  na¬ 
tional  security,  reputation  and  interests.”  The  restrictions  also  are 
intended  to  persuade  foreign  news  media  to  avoid  politically  sen¬ 
sitive  subjects  such  as  corruption  of  government  officials,  and  the 
activities  of  civil  rights  associations  and  leaders  on  behalf  of  the 
Chinese  people  when  their  interests  conflict  with  those  of  the  gov¬ 
ernment. 

China  Manipulates  its  Currency  to  Gain  a  Trade  Advantage 

China’s  policies  on  trade  and  investment  depend  directly  on  the 
government’s  strict  control  of  the  value  of  the  renminbi.137  Rather 
than  allow  the  nation’s  currency  to  seek  its  own  value  in  the  inter¬ 
national  currency  markets,  the  People’s  Bank  of  China  dictates  the 
value  of  the  renminbi  and  allows  only  small  fluctuations.  The  cen¬ 
tral  bank  requires  that  dollars  entering  the  country  be  traded  for 
renminbi  at  a  rate  of  about  8  renminbi  to  one  dollar.  By  artificially 
setting  the  renminbi  at  a  value  that  most  economists  believe 
amounts  to  a  15  percent  to  40  percent  discount  against  the  dollar, 
China  provides  its  exporters  with  an  equivalent  price  discount.138 
This  practice  violates  both  the  letter  and  the  spirit  of  the  rules  of 
the  WTO  and  the  International  Monetary  Fund,  which  prohibit  the 
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manipulation  of  currency  values  in  order  to  secure  a  trade  advan¬ 
tage. 

This  practice  harms  U.S.  companies  in  a  variety  of  ways  and  dis¬ 
torts  the  trading  relationship  between  the  United  States  and 
China.  The  policy  attracts  foreign  investment  to  manufacturing  in 
China  by  automatically  discounting  the  purchase  price  of  Chinese 
land,  machinery,  construction  costs,  and  manufacturing  inputs.  The 
exercise  also  puts  competing  U.S. -based  manufacturers  at  a  dis¬ 
advantage  by  making  their  exported  products  more  expensive  to 
Chinese  consumers.  American  small  and  medium-size  enterprises 
are  particularly  disadvantaged  by  having  to  compete  for  U.S.  mar¬ 
ket  share  with  Chinese  exporters  who  enjoy  the  subsidy  of  an  arti¬ 
ficially  undervalued  renminbi.  Smaller  U.S.  companies  often  don’t 
have  the  cash,  credit,  experience,  or  willingness  to  shift  large 
amounts  of  capital  abroad.  So  many  of  the  smaller  U.S. -based  man¬ 
ufacturers  find  themselves  competing  for  American  customers  with 
the  large  multinational  corporations  now  producing  at  a  discounted 
rate  in  China. 

This  practice  is  “export-led  growth  with  a  vengeance,”  according 
to  C.  Fred  Bergsten,  president  of  the  Institute  for  International  Ec¬ 
onomics.139  China’s  surplus,  according  to  Bergsten,  “is  an  off-budg¬ 
et  job  and  development  subsidy  which  enables  them  to  under-price 
their  products  in  world  markets,  and  thereby  enables  them  to  ex¬ 
port  some  of  their  unemployment  to  the  rest  of  the  world.” 

This  emphasis  on  export  earnings  puts  Chinese  citizens — al¬ 
though  not  the  companies — at  a  disadvantage.  The  standard  of  liv¬ 
ing  of  Chinese  citizens  is  below  what  it  would  be  if  Chinese  firms 
produced  goods  for  domestic  consumption.140  Additionally,  because 
the  Chinese  government  has  been  dismantling  the  social  safety  net 
previously  provided  by  state-owned  and  state-controlled  companies, 
Chinese  workers  must  now  save  money  for  their  retirement  and 
health  care;  pension  plans  and  health  insurance  cover  less  than  20 
percent  of  the  population.  Expanded  government  programs  in  such 
areas  as  education  and  health  care  could  allow  Chinese  workers  to 
save  less  of  their  income  and  to  consume  more,  leading  to  more  do¬ 
mestic-led  GDP  growth.  Instead,  government  and  business  savings, 
as  well  as  household  savings,  have  been  on  the  rise. 

A  secondary  effect  of  China’s  policy  of  currency  manipulation  is 
the  huge  and  growing  trade  surplus  accruing  between  China  and 
the  rest  of  the  world.  China  now  enjoys  the  largest  current  account 
surplus  in  the  world,  a  position  held  by  Japan  until  2006. 141  That 
surplus  has  helped  push  Chinese  foreign  exchange  reserves  beyond 
$900  billion  and  on  a  path  to  break  the  $1  trillion  mark  this  year. 
If  China  were  to  allow  its  currency  to  move  toward  a  market-driven 
level,  many  economists  expect  that  the  growing  imbalances  would 
decline.  If  the  dollar  and  other  currencies  decline  in  relation  to  the 
renminbi,  investing  in  China  would  become  more  expensive  for  for¬ 
eigners,  as  would  the  purchase  by  foreigners  of  Chinese  raw  mate¬ 
rials,  parts,  machinery,  and  other  inputs.  This  would  lead  to  less 
foreign  investment  in  China  relative  to  other  destinations.  After  a 
period  of  adjustment,  it  is  reasonable  to  assume  that  China’s  trade 
surplus — and  the  trade  deficit  of  the  United  States — would  decline, 
although  few  economists  have  undertaken  the  empirical  research 
necessary  to  quantify  the  dollar  estimate  of  this  decline.142 
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The  U.S.  Treasury  Department  has  argued  that  it  would  be  in 
China’s  interest  to  allow  the  value  of  the  renminbi  to  be  set  by 
market  forces  rather  than  central  government  fiat.  China  has 
begun  to  acknowledge  that  its  projected  11  percent  GDP  growth 
rate  this  year  is  not  sustainable  and  has  taken  some  steps  to  cool 
the  economy.  For  example,  Chinese  authorities  have  issued  tighter 
banking  regulations  in  an  effort  to  reduce  speculation  in  commer¬ 
cial  and  industrial  real  estate.  Authorities  are  increasingly  con¬ 
cerned  that  too  few  people  in  China  receive  benefits  from  an  ex¬ 
port-led  boom  dominated  by  foreign  multinationals.  The  already- 
substantial  economic  inequality  is  increasing  between  the  coastal, 
urban  elite  and  the  rural  dwellers  who  make  up  45  percent  of  Chi¬ 
na’s  population.  Because  of  China’s  export-oriented  industrial  pol¬ 
icy,  of  which  the  renminbi  valuation  policy  is  a  key  part,  many  in 
China  cannot  consume  the  very  products  that  their  factories  are 
producing.  Meanwhile,  cheaper  imported  goods  are  kept  out  of  the 
market  by  the  policy  of  keeping  the  renminbi  at  such  a  low  value. 
In  spite  of  these  and  other  arguments  that  favor  allowing  the 
renminbi  to  reach  a  more  market-oriented  value,  Chinese  economic 
officials  have  said  they  prefer  to  emphasize  stability.143 

Possible  Effects  on  the  Overall  U.S.  Economy 

The  United  States  will  run  a  current  account  deficit  of  over  $800 
billion,  or  approximately  seven  percent  of  GDP,  in  2006.  This  is 
historically  an  extremely  high  level  that  no  other  country  has  ever 
been  able  to  sustain  for  any  significant  period.  The  danger  is  that 
the  U.S.  economy  could  suffer  a  precipitous  decline  if  the  ability  of 
the  United  States  to  borrow  ever  greater  amounts  should  end 
abruptly.  Interest  rates  and  inflation  might  suddenly  soar  as  the 
dollar  fell  and  the  stock  market  crashed.144 

For  now,  however,  the  effect  on  the  U.S.  economy  of  the  huge 
purchases  of  U.S.  Treasury,  government  agency,  and  corporate 
bonds  by  China  and  other  East  Asian  countries  was  summed  up 
this  way  by  Dr.  Bergsten;  “It’s  great  to  live  on  those  credit  cards, 
as  long  as  nobody  calls  in  the  balances.”  Another  witness,  Univer¬ 
sity  of  Maryland  economist  Peter  Morici,  added  up  the  con¬ 
sequences  to  the  U.S.  economy,  some  of  which  are  beneficial  in  the 
short  term,  but  all  worrisome  over  the  long  term:  currently,  inter¬ 
est  rates  are  lower  than  they  would  be  without  China’s  purchases 
of  U.S.  debt  instruments.  The  rate  of  growth  is  therefore  higher  in 
some  sectors,  said  Morici,  but  employment  and  wages  in  the  United 
States  are  lower  than  they  would  be  otherwise. 145  Francis  E. 
Warnock,  an  economist  at  the  University  of  Virginia,  said  in  writ¬ 
ten  testimony  submitted  to  the  Commission  that  it  is  reasonable  to 
assume  that  interest  rates  in  the  United  States  are  up  to  one-and- 
a-half  percentage  points  lower  than  they  otherwise  would  be  with¬ 
out  the  lending  from  China.146 

In  one  sense,  economists  are  still  feeling  their  way  through  the 
discussions  of  these  huge  imbalances  and  the  potential  for  rapid 
shifts  in  the  value  of  the  dollar.  The  size  of  today’s  trade  imbalance 
is  nearly  unprecedented;  large  amounts  of  currency  are  sent  across 
the  globe  nearly  instantaneously,  thanks  to  computerized  trading. 
This  new,  virtual,  paperless  trading  floor  complicates  America’s 
ability  to  track  and  manage  certain  aspects  of  its  finances.  For  ex- 


55 


ample,  little  is  known  about  the  amount  of  Chinese  investments  in 
U.S.  bonds  because  U.S.  statistical  agencies  don’t  require  bond 
holders  or  bond  issuers  to  disclose  such  information.  Furthermore, 
many  bonds  are  held  on  behalf  of  investors  by  third  parties,  often 
in  tax  havens  such  as  the  Cayman  Islands.  This  much  is  known, 
however:  Chinese  investors  primarily  engage  in  portfolio  invest¬ 
ments  and  not  in  direct  investing,  such  as  the  outright  purchase 
of  U.S.  companies,  factories,  or  commercial  real  estate.147 

While  some  U.S.  officials  cite  a  precipitous  sell-off  of  the  dollar 
as  one  of  their  biggest  worries,  most  experts  believe  this  is  an  un¬ 
likely  scenario.  One  reason:  this  would  cause  the  People’s  Bank  of 
China’s  bond  portfolio  to  collapse  in  value  as  well.  It  is  far  more 
likely  that  China’s  central  bank,  along  with  other  Asian  central 
banks,  will  diversify  its  holdings  away  from  the  dollar  rather  than 
rush  them  to  market.  As  long  as  such  a  shift  occurs  slowly,  U.S. 
capital  markets  will  adapt  with  only  a  minimal  impact  on  the  real 
economy.  Regardless,  the  United  States  would  be  able  to  better 
predict  potential  problems  resulting  from  the  movement  of  foreign 
capital  invested  in  the  U.S.  economy  if  there  were  tracking  systems 
better  suited  to  monitor  how  individual  countries  invest  in  the 
United  States. 


RECOMMENDATIONS 

Currency  manipulation 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  take  to  the  World  Trade  Organization  (WTO)  and  the 
International  Monetary  Fund  (IMF)  a  complaint  about  China’s 
manipulation  of  its  currency.  This  manipulation  contravenes  both 
the  letter  and  the  spirit  of  WTO  rules  and  the  IMF  charter. 

•  The  Commission  recommends  that  Congress  pass  legislation  to 
modify  the  requirements  of  the  Treasury  Department’s  biannual 
report  on  countries  that  practice  currency  manipulation,  by  mak¬ 
ing  it  clear  that  countries  that  artificially  peg  their  currency  in 
order  to  gain  an  export  advantage  should  be  identified  as  vio¬ 
lating  the  principles  of  international  trade.  The  Commission  also 
recommends  that  Congress  eliminate  the  requirement  that  a 
country  must  be  running  a  global  trade  surplus  to  be  designated 
a  currency  manipulator.1 

•  The  Commission  recommends  that  Congress  enact  legislation  to 
define  currency  manipulation  and  loan  forgiveness  as  illegal  ex¬ 
port  subsidies  subject  to  countervailing  duty  penalties  levied 
against  an  offending  country’s  exports. 

•  The  Commission  recommends  that  Congress  pass  legislation  to 
allow  the  U.S.  Department  of  Commerce  to  impose  countervailing 
duties  against  non-market  economy  subsidies.  (Although  current 
U.S.  practice  does  not  allow  such  duties  to  be  imposed  against 
non-market  economies,  such  actions  are  permitted  by  the  WTO.) 


1  China  currently  is  running  a  large  global  current  account  surplus.  The  International  Mone¬ 
tary  Fund  estimates  China’s  global  current  account  surplus  will  be  $184  billion  in  2006,  having 
surged  from  $68.7  billion  in  2004  and  $160.8  billion  in  2005.  In  the  1990s,  however,  China  ran 
far  smaller  surpluses  and  even  a  deficit  in  1993.  This  recommended  change  would  allow  the 
Treasury  Department  to  designate  China  as  a  currency  manipulator  even  during  a  year  when 
China’s  current  account  is  in  balance  or  in  deficit. 
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Accounting  integrity 

•  The  Commission  recommends  that  Congress  direct  the  Treasury 
and  Commerce  Departments  to  examine  how  the  collection  of 
data  regarding  foreign  investment  in  the  United  States  can  be 
improved,  placing  particular  emphasis  on  the  feasibility  of  track¬ 
ing  how  foreign  central  banks  invest  their  reserves  in  dollar  de¬ 
nominated  assets. 

•  The  Commission  recommends  that  Congress  encourage  the  exec¬ 
utive  branch  to  protest  any  Chinese  restrictions  on  the  free  flow 
of  financial  information. 

•  The  Commission  recommends  that  Congress  urge  the  executive 
branch  to  open  negotiations  with  China  to  secure  approval  for 
foreign  credit  reporting  agencies  to  provide  uncensored  ratings  of 
all  Chinese  securities,  and  to  obtain  Chinese  central  government 
agreement  that  Chinese  regulators  will  drop  licensing  and  regu¬ 
latory  requirements  that  dictate  criteria  for  the  hiring  of  ratings 
analysts. 

Dispute  resolution 

•  The  Commission  recommends  that  Congress  urge  the  U.S.  Trade 
Representative  to  press  ahead  aggressively  with  a  WTO  case 
against  China  for  its  manifest  failures  to  enforce  intellectual 
property  rights,  selecting  the  best  of  many  potential  cases  in 
order  to  establish  a  strong  precedent,  and  that  Congress  urge  the 
U.S.  Trade  Representative  to  enlist  other  nations  to  join  in  the 
case. 

•  The  Commission  recommends  that  Congress  monitor  the  recent 
steps  taken  to  strengthen  and  enlarge  the  international  trade 
law  enforcement  office  within  the  Office  of  the  U.S.  Trade  Rep¬ 
resentative  and,  if  the  Representative  needs  additional  resources 
to  investigate  and  prosecute  dispute  settlement  cases  before  the 
WTO,  that  Congress  provide  those  resources. 

•  The  Commission  recommends  that  Congress  direct  the  Adminis¬ 
tration  to  increase  the  number  of  intellectual  property  attaches 
in  China  from  the  Office  of  the  U.S.  Trade  Representative,  the 
U.S.  Patent  and  Trademark  Office,  and  the  Departments  of 
State,  Commerce,  Justice,  and  Homeland  Security,  and  provide 
sufficient  funding  to  the  parent  agencies  to  support  these  addi¬ 
tional  attaches. 

Fair  trade 

•  The  Commission  recommends  that  Congress  urge  the  U.S.  Trade 
Representative  to  strengthen  its  annual  review  of  China’s  compli¬ 
ance  with  WTO  rules  by  adding  conclusions  and  recommenda¬ 
tions  to  its  report.  (Congress  instituted  the  requirement  that  the 
Representative  prepare  this  report  when  it  granted  China  perma¬ 
nent  normal  trade  relations  as  part  of  China’s  admission  to  the 
WTO.) 
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Criminal  penalties  for  intellectual  property  rights  violations 

•  The  Commission  recommends  that  the  U.S. -China  Inter¬ 
parliamentary  Exchange  raise  with  the  National  People’s  Con¬ 
gress  the  need  to  lower  the  threshold  for  criminal  prosecutions 
of  Chinese  intellectual  property  rights  violation  cases. 
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CHAPTER  2 


CHINA’S  GLOBAL  AND  REGIONAL  ACTIVITIES 
AND  OTHER  GEOSTRATEGIC  DEVELOPMENTS 

SECTION  1:  CHINA’S  REGIONAL  ACTIVITIES 


The  Commission  shall  investigate  and  report  on  “REGIONAL 
ECONOMIC  AND  SECURITY  IMPACTS— The  triangular  eco¬ 
nomic  and  security  relationship  among  the  United  States,  [Tai¬ 
wan]  and  the  People’s  Republic  of  China  (including  the  mili¬ 
tary  modernization  and  force  deployments  of  the  People’s  Re¬ 
public  of  China  aimed  at  [Taiwan]),  the  national  budget  of  the 
People’s  Republic  of  China,  and  the  fiscal  strength  of  the  Peo¬ 
ple’s  Republic  of  China  in  relation  to  internal  instability  in  the 
People’s  Republic  of  China  and  the  likelihood  of  the  external- 
ization  of  problems  arising  from  such  internal  instability.” 


Key  Findings 

•  China’s  stated  diplomacy  promotes  friendly  relations  with  other 
countries,  regional  peace  and  stability,  and  development  of  com¬ 
plementary  economic  cooperation.1  However,  some  of  China’s 
international  relationships,  namely  those  with  totalitarian,  re¬ 
pressive  governments,  conflict  with  U.S.  values. 

•  China’s  regional  activities  in  Latin  America,  Africa,  and  the  Mid¬ 
dle  East  and  around  East  Asia  are  beginning  to  assume  the  char¬ 
acter  of  a  counterbalancing  strategy  vis-a-vis  the  United  States. 
That  is,  China’s  support  for  rogue  regimes  and  anti-American 
governments  and  groups  in  vital  regions  serves  an  international 
purpose:  to  balance  American  power,  create  an  alternative  model 
of  governance,  and  frustrate  the  ability  of  the  international  com¬ 
munity  to  uphold  its  norms. 

•  China’s  economic  development  policies  can  exacerbate  instability 
in  volatile  regions.  Beijing’s  export-led  growth  has  magnified 
trade  imbalances,  and  complicated  and  inhibited  local  economic 
development  strategies,  in  some  instances  undermining  the  abil¬ 
ity  of  governments  in  those  regions  to  prevent  or  respond  to  the 
rise  of  terrorist  groups. 

•  China’s  strategy  to  isolate  Taiwan  is  manifest  in  its  foreign  pol¬ 
icy  actions  around  the  world,  including  encouraging  other  nations 
to  switch  their  recognition  to  the  People’s  Republic  of  China,  and 
preventing  Taiwan  from  participating  in  international  organiza¬ 
tions. 
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Overview 

During  the  past  decade,  China  has  energetically  expanded  its 
outreach  to  the  world.  Dr.  Ariel  Cohen,  Senior  Research  Fellow  at 
The  Heritage  Foundation,  testified  to  the  Commission  that  “China 
has  departed  from  its  traditional  isolationist  philosophy  and  is 
seeking  to  project  its  influence  abroad.  China  is,  at  present,  a  re¬ 
gional  power  with  global  aspirations,  and  if  it  continues  on  the 
path  of  economic  growth  and  projection  of  influence,  its  aspirations 
may  be  realized.”2 

China’s  foreign  policy  goals  include  creating  opportunities  for 
continued  domestic  growth,  isolating  Taiwan  internationally  and 
encouraging  other  nations  that  recognize  Taiwan  to  change  their 
recognition,  and  ensuring  continued  rule  by  the  Chinese  Com¬ 
munist  Party.  China  views  peace  and  stability  at  home  as  nec¬ 
essary  ingredients  for  economic  growth.3  Economic  growth,  in  turn, 
legitimizes  and  perpetuates  Communist  Party  control.  The  result  of 
this  focus  is  China’s  increased  integration  in  world  markets,  the 
development  of  global  economic  interests,  and  the  emergence  of 
mechanisms  designed  to  protect  these  interests.  Deputy  Assistant 
Secretary  of  State  for  East  Asian  and  Pacific  Affairs  Thomas 
Christensen  expressed  to  the  Commission  the  hope  that  as  China’s 
involvement  around  the  globe  increases,  China  will  join  the  United 
States  “in  actions  that  will  strengthen  and  support  the  global  sys¬ 
tem  that  has  provided  peace,  security,  and  prosperity  to  America, 
China,  and  the  rest  of  the  world.”4  Today,  however,  China’s  inter¬ 
national  activities  fall  far  short  of  this  measure. 

China’s  Global  Activities 

Africa 

China’s  strategy  for  African  relations  is  in  great  part  driven  by 
its  need  to  obtain  resources  for  its  economy,  strengthen  its  own  in¬ 
fluence  and  leadership  in  developing  countries,  and  create  a  mar¬ 
ket  for  Chinese  goods.  Its  presence  in  Africa  is  expanding,  but 
China  is  still  learning  how  to  translate  that  presence  into  influence 
from  which  it  can  reliably  benefit.  Dr.  Ernest  Wilson,  professor  at 
the  University  of  Maryland,  told  the  Commission  that  “China  is  on 
a  new  glide  path,  and  [a]  new  strategic  direction,  in  experimenting 
with  a  variety  of  ways  to  use  the  tools  of  statecraft  to  open  the 
doors  to  get  privileged  access  to  energy  and  resources  in  Africa  and 
elsewhere.”5  China  relies  upon  a  combination  of  trade,  military  as¬ 
sistance,  development  assistance,  corruption,  and  diplomacy  to  fos¬ 
ter  long-term  partnerships  with  rulers  and  governments  in  African 
countries  that  possess  resources  it  wants  to  obtain,  especially  pe¬ 
troleum. 

African  countries,  namely  Angola,  Nigeria,  the  Republic  of 
Congo,  and  Sudan,  provide  China  with  20  to  30  percent  of  its  cur¬ 
rent  petroleum  needs.6  One  facet  of  China’s  strategy  is  to  diversify 
its  sources  of  energy.  For  example,  it  will  take  risks  in  countries 
such  as  Sudan  that  are  bypassed  by  Western  oil  companies.  Dr. 
Wilson  observed,  “We  should  expect  . . .  that  as  Chinese  companies 
strive  to  become  more  globally  competitive  they  will  engage  in  more 
aggressive  sales  and  marketing  in  Africa  . . .  within  but  also  beyond 
the  natural  resources  sectors.”  7 
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While  in  theory  this  trade  could  complement  the  activities  in  Af¬ 
rica  of  the  United  States  and  other  Western  nations,  in  practice  it 
often  contradicts  multilateral  efforts  to  improve  democracy,  human 
rights,  and  governmental  accountability  and  transparency.  China 
professes  a  policy  of  non-interference  “with  the  internal  political, 
institutional,  and  policy  arrangements  of  its  partners.”8  When 
President  Hu  Jintao  visited  Africa  in  April  2006,  he  “reiterated 
China’s  policy  of  making  business  deals  without  any  expectation 
that  governments  will  improve  democracy,  respect  human  rights,  or 
fight  corruption.”9  However,  in  reality  China  facilitates  situations 
that  other  countries  will  not  accept.  For  example,  in  September 
2006  in  Zambia,  after  opposition  candidate  Michal  Chilufya  Sata 
threatened  to  break  off  diplomatic  relations  with  China  in  the  run¬ 
up  to  Zambia’s  presidential  elections,  China  actively  supported  the 
incumbent  Levy  Mwanawasa  and  offered  new  foreign  aid  programs 
to  the  country.10  Also,  in  2005,  China  obstructed  efforts  by  the 
United  Nations  to  investigate  President  Robert  Mugabe  of 
Zimbabwe  for  his  “clean-up  campaign”  that  entailed  police  destroy¬ 
ing  slums  and  markets  and  depriving  700,000  Zimbabwean  citizens 
of  their  homes  or  jobs.11  In  addition,  China  donated  blue-glazed 
roof  tiles  for  the  President’s  $13  million  presidential  palace.  It  ap¬ 
pears  that  Chinese  contracts  for  providing  hydroelectric  generators 
to  Zimbabwe  correlate  to  these  actions.12  Such  actions  make  the 
prospect  of  a  relationship  with  China  more  appealing  to  the  recipi¬ 
ents  than  a  relationship  with  the  United  States.  Senator  James 
Inhofe  told  the  Commission  that  “the  saying  in  Africa  is,  ‘the 
United  States  tells  us  what  we  need  and  China  gives  us  what  we 
want.’” 13 

China’s  trade  and  investment  activities  are  often  linked  with  de¬ 
livery  of  humanitarian  and  economic  aid  packages.  According  to  Dr. 
Wilson,  China  is  “getting  creative”  in  places  like  Nigeria  with  agri¬ 
culture,  health  care,  water,  and  education/training  projects.14  In 
addition  to  providing  aid  there,  China  has  forgiven  roughly  $1  bil¬ 
lion  in  bilateral  debt  of  African  nations.15 

China’s  aid  packages  and  projects  typically  focus  on  infrastruc¬ 
ture  development,  such  as  constructing  (or  paying  for  the  construc¬ 
tion  of)  highways,  railroads,  and  improved  power  supply  systems; 
these  efforts  not  only  serve  the  interests  of  the  recipient  nation,  but 
have  a  secondary  purpose  of  supporting  Chinese  business  invest¬ 
ments  in  the  area.16  Further,  China’s  foreign  aid  promotes  China’s 
reputation  as  an  international  power  and  significant  actor.  China 
is  seeking,  and  not  infrequently  obtains,  diplomatic  support  as  a  re¬ 
sult  of  its  international  activities — as  illustrated  in  early  August 
2006  when  Chad  switched  its  diplomatic  recognition  from  Taiwan 
to  the  People’s  Republic  of  China.17 

To  further  expand  the  appeal  of  China  as  an  international  part¬ 
ner,  China  has  been  willing  to  sell  military  equipment  and  arms 
(primarily  small  arms)  to  both  African  governments  and,  in  some 
cases,  rebel  groups  seeking  to  overthrow  governments — for  exam¬ 
ple,  in  Liberia.18  Between  2004  and  2005,  Zimbabwe  negotiated 
with  China  to  acquire  12  jet  fighters,  six  other  jet  aircraft,  100 
military  vehicles,  and  a  radar  intruder-detection  system  for  Presi¬ 
dent  Mugabe’s  home.19  Prior  to  Zimbabwe’s  2005  election,  Chinese 
businesses  provided  radio  wave  jamming  devices  to  be  used  against 


68 


anti-Mugabe  radio  stations.20  China  provided  this  support  despite 
the  fact  that  the  United  States  and  the  European  Union  have  sanc¬ 
tioned  Zimbabwe  for  its  abysmal  human  rights  record. 

Equally  troubling  is  China’s  sales  of  small  arms  and  equipment 
to  the  Sudanese  government,  and  the  role  those  arms  play  in  the 
continuing  conflict  in  the  Darfur  region.  (See  the  case  study  on  Chi¬ 
na’s  relationship  with  Sudan  for  more  information — below.) 

China’s  investments  in  Africa  primarily  support  capital-intensive 
resource  production  industries  including  mining  and  oil  refining, 
but  typically  do  not  foster  the  development  of  nascent  African  in¬ 
dustries  such  as  manufacturing.  In  essence,  China  is  displacing  in¬ 
dustries  considered  a  foundation  for  long-term  economic  growth. 
The  South  African  Textiles  Union  estimates  a  loss  of  60,000  jobs 
from  a  “tsunami”  of  imports  from  China,21  which  has  prompted 
South  African  leaders  to  negotiate  with  China  in  an  attempt  to  re¬ 
duce  the  negative  effects  on  South  Africa’s  labor  force.22 

Moreover,  China  often  imports  Chinese  workers  to  carry  out  its 
investment  projects  rather  than  hiring  local  African  labor.23  The 
failure  to  employ  African  workers  means  the  nations  where  China’s 
investment  projects  are  being  pursued  will  not  benefit  from  trans¬ 
fer  of  skills,  widely  considered  to  be  an  important  element  of  in¬ 
vesting  in  developing  countries.  The  Chinese  approach  means  that 
there  will  be  little  if  any  increase  in  the  personal  income  of  the 
host  nations’  workers. 

In  sum,  Dr.  Wilson  maintained,  “To  the  degree  that  . . .  African 
industry  is  undercut,  then  the  U.S.  and  other  nations  need  to  be 
concerned  about  the  higher  risk  of  economic  stagnation,  further  po¬ 
litical  instability,  humanitarian  crises,  and  providing  fertile  ground 
for  the  growth  of  terrorist  groups.”24 


CASE  STUDY:  SUDAN 

“There  is  in  all  of  Africa  no  more  destructive  bilateral  relation¬ 
ship  than  that  between  China  and  Sudan  . . .  Beijing’s  relentless 
military,  commercial,  and  diplomatic  support  of  Khartoum’s 
National  Islamic  Front  regime  has  done  much  to  ensure  that 
Sudan  remains  controlled  by  a  vicious  cabal  of  unelected 
genocidaires,”25  Dr.  Eric  Reeves,  a  professor  at  Smith  College, 
told  the  Commission.  The  motivation  behind  this  relationship  is 
China’s  overwhelming  desire  to  tap  Sudan’s  oil  reserves.  Unlike 
many  other  nations,  China  is  willing  to  work  in  such  a  risky  and 
objectionable  environment. 

The  China  National  Petroleum  Company  (CNPC)  has  been  the 
primary  actor  in  developing  Sudanese  oil  production  and  its 
partnership  with  the  government  extends  as  far  back  as  the  mid- 
1990s.  Because  of  the  safety  risks  of  operating  in  such  an  unsta¬ 
ble  area,  China  has  hired  militias  to  protect  its  oil  operations 
and  reserves  and  has  cooperated  with  the  Sudanese  army  to  im¬ 
prove  Sudan’s  infrastructure  to  extract  and  transport  oil.26  Ac¬ 
cording  to  Dr.  Reeves,  highways  and  airstrips  built  jointly  by  the 
Chinese  and  Sudanese  serve  a  dual  purpose:  they  facilitate  pe¬ 
troleum  operations  and  also  movement  of  Sudanese  military 
forces  around  the  country.27 
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CASE  STUDY:  SUDAN— Continued 

In  addition,  China  continues  to  sell  arms  and  military  equip¬ 
ment  to  Khartoum,  including  “helicopter  gunships,  tanks,  ar¬ 
mored  personnel  carriers,  heavy  artillery,  mortars,  combat  air¬ 
craft,  and  light  weapons.”28  U.N.  investigators  in  the  Darfur  re¬ 
gion  have  found  that  most  of  the  small  arms  used  in  the  conflict 
are  of  Chinese  origin,  stating  “China  has  been,  and  continues  to 
be,  a  major  supplier  of  light  weapons  to  the  government  of 
Sudan  and  many  of  the  neighboring  states.”  29  Moreover,  an  Am¬ 
nesty  International  report  on  Chinese  arms  sales  noted  that 
China  had  shipped  more  than  200  military  trucks  to  Sudan, 
which  could  be  used  to  transport  the  Sudanese  army  and  its  al¬ 
lied  militia,  the  Janjaweed.30  China  has  also  assisted  Sudan  in 
developing  its  own  arms  manufacturing  capacity,  including  the 
facilities  to  build  Chinese-model  tanks.31 

Of  greatest  international  consequence  is  the  impact  of 
China’s  non-interference  policy  on  the  genocide  occurring  in  the 
Darfur  region  of  Sudan.  China  has  refused  to  allow  progress  on  a 
U.N.  Security  Council  resolution  aimed  at  stopping  the  conflict 
in  Darfur  with  the  deployment  of  international  peacekeeping 
forces  or  imposition  of  sanctions  on  the  Khartoum  government.32 
Dr.  Reeves  stated  in  testimony,  “The  National  Islamic  Front 
[National  People’s  Congress],  which  controls  all  oil  concession 
and  operating  contracts,  counts  on  Chinese  protection  at  the 
Security  Council.”  China  abstained  from  the  latest  resolu¬ 
tion  considered  in  August  2006  to  create  a  U.N.  peacekeep¬ 
ing  force  and  has  played  no  role  in  encouraging  the  Suda¬ 
nese  government  to  accept  U.N.  peacekeepers.33  According  to 
Dr.  Reeves,  China  has  a  “clear  interest  in  sustained  conflict  in 
Sudan,  at  least  at  levels  that  do  not  threaten  operations,”34  and 
at  levels  that  prevent  Western  countries  from  entering  Sudan’s 
oil  market. 

Both  Dr.  Reeves  and  Deputy  Assistant  Secretary  of  State  for 
East  Asian  and  Pacific  Affairs  Thomas  Christensen  emphasized 
the  importance  of  active  U.S. -China  cooperation  on  this  issue 
and  the  necessity  of  public  encouragement  for  China  to  act  as  a 
“responsible  stakeholder”  in  this  respect.  Dr.  Christensen  said, 
“. . .  China  should  participate  with  the  United  States  in  trying  to 
create  more  transparent,  accountable  and  ultimately  stable  gov¬ 
ernments  in  the  areas  were  it  gets  its  resources,  both  oil  and 
otherwise.”35  Essentially,  the  cessation  of  genocide  in  the  Darfur 
region  should  be  an  objective  in  creating  a  responsible  relation¬ 
ship  between  China  and  Sudan  rather  than  focusing  on  main¬ 
taining  energy  access. 


Latin  America 

In  her  testimony  to  the  Commission,  Dr.  Cynthia  Watson,  pro¬ 
fessor  at  the  National  Defense  University,  characterized  China’s 
behavior  in  Latin  America  as  that  of  a  state  that  perceives  itself 
as  an  emerging  power  and  “seeks  to  portray  itself  as  a  benevolent, 
welcome  ‘newcomer.’”36  China’s  strategy  is  “calibrated  and  meas¬ 
ured”  to  engage  the  region  in  ways  and  in  places  where  the  United 
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States  is  not  involved,37  and  its  activities  are  intended  to  raise  Chi¬ 
na’s  visibility  in  the  region.38  Dr.  William  Ratliff,  a  Research  Fel¬ 
low  at  the  Hoover  Institution,  explained  in  his  testimony  that 
many  Latin  American  leaders  have  welcomed  China’s  involvement 
in  the  region  primarily  because  they  believe  the  United  States  has 
not  followed  through  on  its  promises  for  expanded  relations  and  in¬ 
vestment.  He  noted  that  President  Hu  Jintao  of  China  spent  more 
time  in  Latin  America  in  November  2004  than  President  Bush  has 


spent  during  his  entire  presidency.39 

Although  China’s  trade  with  Latin  America  is  comparatively 
smaller  than  its  trade  with  other  regions,  China’s  imports  from 
Latin  America  have  increased  by  600  percent  in  the  past  five 
years.40  China  focuses  on  accessing  resources,  including  iron,  soy¬ 
beans,  copper,  and  oil.41  Moreover,  China’s  trade  in  Latin  America 
appears  designed  to  secure  the  entire  supply  chain  in  various  key 
industrial  sectors  such  as  mining,  a  strategy  termed  vertical  inte¬ 
gration.42 

Among  China’s  relationships  with  nations  in  the  region,  its  rela¬ 
tionship  with  Brazil  arguably  is  the  most  important.  Brazil’s  ex¬ 
ports  of  non-genetically  modified  soybeans  meet  a  major  need  in 
China.  Supplying  another  and  quite  different  facet  of  the  relation¬ 
ship,  China’s  and  Brazil’s  space  programs  are  working  coopera¬ 
tively  and  sharing  information.43  China  also  is  developing  a  rela¬ 
tionship  with  Venezuela  because  it  wishes  to  tap  that  nation’s  oil 
resources.  There  is  concern  in  some  Latin  America  countries,  how¬ 
ever,  that  China  is  merely  buying  up  resources  and  is  not  investing 
in  the  development  of  indigenous  industries.44 

In  addition  to  trade,  China  has  participated  in  military  ex¬ 
changes  and  high-level  visits  with  several  Latin  American  nations. 
Latin  American  military  officers  have  traveled  to  China  for  edu¬ 
cation  and  training  at  the  People’s  Liberation  Army  National  De¬ 
fense  University.45  Dr.  Watson  concludes,  however,  that  these  and 
other  high-level  exchanges  “appear  to  have  limited  effect  and  are 
certainly  not  a  guarantee  of  weapons  transfers  or  intelligence  co¬ 
operation.”46 

The  diplomatic  battle  with  Taiwan  for  formal  recognition  is  an 
important  feature  of  China’s  relations  in  Latin  America,  where  Chi¬ 
nese  officials  continue  to  press  countries  to  recognize  China  and  to 
revoke  their  recognition  of  Taiwan.47  Of  the  24  nations  that  still 
recognize  the  Republic  of  China,  12  lie  in  Central  and  South  Amer¬ 
ica  and  the  Caribbean.  According  to  Dr.  Watson,  these  states  “. . . 
retain  their  . . .  recognition  of  Taiwan  because  Beijing  has  not  yet 
offered  them  a  better  deal.  While  there  are  some  trade  reasons  for 


Taiwan’s  ties  with  these  states  . . .  these  ties  are  not  likely  to  ap¬ 
pear  compelling  to  these  states’  governments  over  the  long  term  if 
Beijing  offers  significant  assistance  and  trade  incentives.”48  For 
the  most  part,  China’s  activities  focused  on  recognition  have  been 
restrained,  but  it  has  taken  limited  steps  to  use  trade  and  aid 
packages  as  incentives.49 

Dr.  Watson  concluded  that  China’s  activities  in  Latin  America  do 


not  currently  pose  a  threat  to  U.S.  strategic  interests.50  Yet  its  en¬ 
gagement  with  leaders  such  as  President  Hugo  Chavez  of  Ven¬ 
ezuela  who  openly  denounces  the  American  government  has  the  po¬ 
tential  to  undermine  U.S.  interests  in  the  region.  In  particular, 
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China’s  support  of  Venezuela,  Cuba,  and  Bolivia  undermines  the 
progress  of  democratic  reforms  in  Latin  America  and  harms  efforts 
designed  to  improve  transparency  in  Latin  American  governments 
and  businesses.  Dr.  Watson  advised  the  Commission  that  the 
United  States  could  achieve  greater  security  by  improving  bilateral 
relations  within  the  region.51 


CASE  STUDY:  VENEZUELA 

China’s  relationship  with  Venezuela  serves  as  an  opportunity 
for  China  both  to  access  Venezuela’s  oil  resources  and  to  estab¬ 
lish  a  presence  in  the  Western  Hemisphere — notably  in  a  loca¬ 
tion  of  substantial  interest  to  the  United  States.  In  turn,  for 
Venezuela,  as  Dr.  Ratliff  told  the  Commission,  “[President  Hugo] 
Chavez  sees  China  as  a  country  that  is  both  critical  ...  of  the 
United  States  and  a  major  market  for  Venezuelan  oil,  and  that 
market  seems  an  ideal  way  to  both  reduce  or  end  Venezuela’s  de¬ 
pendence  on  the  United  States  and  at  the  same  time  ...  to  drive 
Washington  crazy.”  52 

Although  Venezuela  cannot  supply  the  amounts  of  petroleum 
to  China  that  China  obtains  from  other  countries,  this  relation¬ 
ship  allows  China  to  diversify  its  energy  supply.  In  August  2006, 
President  Chavez  traveled  to  Beijing,  where  China  agreed  to  em¬ 
bark  upon  oil  exploration  and  production  projects  valued  at  $5 
billion.  In  addition,  President  Chavez  announced  plans  to  mul¬ 
tiply  by  more  than  a  factor  of  six  Venezuela’s  oil  sales  to  China — 
from  155,000  barrels  a  day  to  1  million  barrels  per  day  by 
2012. 53  This  increase  has  been  accompanied  by  a  decrease  in 
sales  to  the  United  States.  From  January  to  June  2006,  Ven¬ 
ezuela’s  exports  to  the  United  States  fell  by  18  percent,  and  in 
July,  Citgo  Petroleum  Corporation,  a  distribution  and  marketing 
subsidiary  of  Venezuela’s  state-owned  oil  company  Petroleos  de 
Venezuela  S.A.,  announced  that  it  would  reduce  its  U.S.  network 
of  gas  stations  by  14  percent.54 

China’s  inability  to  refine  Venezuela’s  heavy  oil  and  the  costs 
of  transporting  this  oil  back  to  China  create  two  economic  obsta¬ 
cles.  In  response,  China  has  pursued  building  a  refinery  as  an 
alternative,  but  transportation  costs  are  a  significant  impedi¬ 
ment  because  Venezuela  lacks  a  Pacific  port  and  the  Panama 
Canal  cannot  accommodate  supertankers.55  As  a  result,  the  time 
needed  to  ship  the  oil  to  China  around  either  the  Cape  of  Good 
Hope  or  Cape  Horn  is  so  great,  and  thus  the  cost  becomes  so 
high,  that  the  exchange  is  unaffordable.  Dr.  Ratliff  estimated  in 
his  testimony  that  transportation  of  Venezuelan  oil  to  China 
could  take  up  to  five  to  ten  times  longer  than  it  takes  to  ship  the 
oil  to  the  United  States.56  Moreover,  in  a  time  of  crisis,  China 
would  have  difficulties  protecting  the  shipments.57  Together 
these  factors  likely  will  prevent  Venezuela  from  becoming  a  dom¬ 
inant  supplier  of  oil  to  China. 

Nonetheless,  China  has  been  investing  in  the  relationship 
with  Venezuela.  It  has  supported  Venezuela’s  military  by  sell¬ 
ing  mobile  air  defense  systems  to  the  armed  forces.  China  also  is 
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CASE  STUDY:  VENEZUELA— Continued 

assisting  with  the  design,  production,  and  launching  of 
Venezeula’s  VENESAT-1  telecommunications  satellite;  the 
China  Great  Wall  Industry  Corporation  contracted  to  launch  this 
satellite  in  20  08. 58  However,  China  has  limited  its  interactions 
with  Venezuela  primarily  to  oil  and  related  industries,59  appar¬ 
ently  as  a  hedge,  because  of  the  risks  of  Venezuelan  political  in¬ 
stability;  its  desire  to  avoid  badly  poisoning  relations  with  the 
United  States  (with  which  China  has  far  and  away  its  most  valu¬ 
able  Western  Hemisphere  relationship);  and  public  image  prob¬ 
lems.60 

While  China’s  activities  and  presence  in  Venezuela  do  not 
threaten  Latin  America  or  U.S.  security  interests  yet,  Chinese 
support  of  President  Chavez  and  his  anti-American  rhetoric  do 
not  promote  positive  reform  in  Venezuela  or  elsewhere  in  the 
hemisphere.  As  is  the  case  with  so  many  of  China’s  international 
relationships,  its  interactions  with  Venezuela  cannot  be  charac¬ 
terized  as  the  actions  expected  of  a  “responsible  stakeholder”  in 
the  global  community. 


Middle  East 

China  aspires  to  expand  diplomatic  influence  in  the  Middle  East, 
broaden  its  trade  relationships  there  (primarily  increasing  markets 
for  its  exports),  and  gain  access  to  a  secure  supply  of  petroleum. 
Dr.  John  Calabrese,  Scholar-In-Residence  at  the  Middle  East  Insti¬ 
tute,  noted  in  his  testimony  before  the  Commission  that  China’s 
Middle  Eastern  diplomacy,  largely  based  on  commercial  diplomacy, 
increasingly  is  more  professionalized  and  institutionalized.61  Its  re¬ 
lations  are  multifaceted  and  China  employs  a  combination  of  high 
profile  visits,  long-term  economic  agreements,  and  cultural  ex¬ 
changes62  to  solidify  its  position  in  the  region  as  a  strong  economic 
partner.  A  number  of  Middle  Eastern  countries  including  Saudi 
Arabia,  Iran,  and  Oman  reciprocate  China’s  desire  to  establish 
long-term  partnerships  in  order  to  leverage  China’s  presence  in  the 
region  against  the  United  States.63 

China’s  economic  activities  primarily  focus  on  obtaining  petro¬ 
leum  and  opening  the  Middle  Eastern  market  to  exploration  and 
production  activities  of  Chinese  oil  companies.64  Indeed,  China’s 
energy  security  is  inextricably  linked  to  the  stability  and  prosperity 
of  this  region  including  the  Persian  Gulf.  In  2005,  approximately 
half  its  petroleum  imports  came  from  the  Middle  East.65  It  is  pro¬ 
jected  that  as  much  as  70  to  80  percent  of  China’s  future  oil  im¬ 
ports  will  have  to  come  from  the  Middle  East  and  North  Africa.66 
China  is  well  aware  of  this  fact  and  is  arranging  its  activities  ac¬ 
cordingly.  As  Dr.  Calabrese  told  the  Commission,  “Chinese  energy 
entities  have  shown  a  greater  patience  in  overcoming  the  political 
and  bureaucratic  obstacles  to  doing  business  in  the  Middle  East,  as 
well  as  greater  flexibility  and  higher  tolerance  for  risk  than  many 
of  their  foreign  competitors.”67  Saudi  Arabia  supplies  China  with 
the  majority  of  its  oil  imports;  Iran  is  China’s  second  largest  petro¬ 
leum  supplier. 
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Although  petroleum  considerations  dominate  China’s  relation¬ 
ships  with  the  Middle  East,  those  relationships  do  have  other  fac¬ 
ets.  Some  analysts  believe  that  China’s  approach  is  designed  to 
prevent  the  spread  of  Islamic  fundamentalism  to  China’s  predomi¬ 
nantly  Muslim  Xinjiang  province.  The  testimony  of  Dr.  Ehsan 
Ahrari  of  the  Strategic  Paradigms  Consultancy  specifically  men¬ 
tioned  that  China’s  pursuit  of  a  relationship  with  Iran  intensified 
because  of  the  willingness  of  both  countries  to  ignore  issues  of  do¬ 
mestic  concern.  For  example,  Iran  did  not  interfere  with  the 
Uighur  Muslim  population  in  China,  and  China  did  not  interfere 
with  Iran’s  persecution  of  the  communist-leaning  Tudeh  party  in 
Iran.68 

In  2005,  Chinese  trade  with  the  Middle  East  totaled  approxi¬ 
mately  $51.3  billion.69  China  is  pursuing  bilateral  free  trade  agree¬ 
ments  and  sub-regional  free  trade  agreements  there,  including  an 
agreement  with  the  Gulf  Cooperation  Council  (GCC)70  with  which 
a  third  round  of  negotiations  concluded  in  January  2006. 71  Some 
of  this  trade,  as  well  as  other  Chinese  commercial  and  aid  activity, 
is  conceived  as  an  incentive  to  facilitate  China’s  access  to  the  petro¬ 
leum  it  so  greatly  desires.  For  example,  Sinopec,  one  of  China’s  na¬ 
tional  oil  companies,  has  pledged  to  finance  the  modernization  of 
an  Iranian  cement  factory,  as  well  as  invest  in  electricity  and  tele¬ 
communications  infrastructure  72  Dr.  Calabrese  noted  that  this  and 
other  similar  pledges  to  Iran  by  China  have  not  yet  resulted  in  ac¬ 
tual  investment  in  that  nation.73  Dr.  Calabrese  noted  that  China’s 
Middle  Eastern  partners  have  expressed  frustration  because  invest¬ 
ment  projects  have  not  been  implemented  as  promised  and  that 
these  projects  are  largely  capital-intensive.74  Middle  Eastern  oil 
producing  countries  need  to  create  jobs  for  a  growing  youth  popu¬ 
lation,  and  China’s  investments  do  not  alleviate  this  problem.  As 
in  Africa  and  Latin  America,  Chinese  consumer  products  have 
flooded  Middle  Eastern  markets,  especially  in  Iran,  and  have 
crowded  out  local  producers,  thus  compounding  labor  problems.75 

China  has  a  long  history  of  selling  arms,  proliferating  missiles, 
and  providing  militarily-useful  technology  to  countries  in  the  Mid¬ 
dle  East,  including  Saudi  Arabia  and  Iran.  Dr.  Calabrese  testified 
that  not  all  these  sales  necessarily  will  destabilize  the  strategic 
balance  in  the  region,  but  the  transfer  of  dual-use  items  and  tech¬ 
nologies  that  enhance  indigenous  capabilities  for  missile  prolifera¬ 
tion  could  be  more  dangerous.  He  argued  that  “. . .  the  proliferation 
of  missiles  and  missile-related  technology — mainly  to  Iran — re¬ 
mains  the  most  persistent  and  arguably  the  most  dangerous  aspect 
of  Sino-Middle  Eastern  relations.”  76 

China’s  active  diplomatic  efforts  to  secure  Middle  Eastern  energy 
supplies  increase  competition  for  American  energy  interests,  and 
also  weaken  the  impact  of  U.S.  sanctions  on  Iran.  However,  the  ef¬ 
fects  of  China’s  activities  in  the  Middle  East  on  international  peace 
and  security  go  well  beyond  these  two  considerations.  A  major  cur¬ 
rent  example  is  that  China  has  not  supported  U.S. -led  efforts  to 
implement  U.N.  sanctions  against  Iran  in  response  to  Iran’s  refusal 
to  halt  its  nuclear  weapons  program  and  allow  International  Atom¬ 
ic  Energy  Agency  (IAEA)  inspections. 

In  addition,  China’s  arms  sales  may  affect  regional  stability 
through  secondary  proliferation.  In  July  2006,  Hezbollah  militants 
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launched  anti-ship  cruise  missiles  from  the  coast  of  Lebanon  to¬ 
ward  an  Israeli  anti-aircraft  warfare  ship.  Reports  identified  the 
missile  design  by  its  electronic  signature  as  a  Chinese-designed  C- 
802  “Silkworm”  missile; 77  an  estimated  150  such  missiles  were 
sold  by  China  to  Iran  in  the  late  1990s.78  China  has  not  been  ac¬ 
cused  of  directly  transferring  missiles  to  Hezbollah,  but  this  exam¬ 
ple  illustrates  that  missile  proliferation  has  consequences,  espe¬ 
cially  when  proliferating  to  countries  that  disregard  international 
nonproliferation  norms  or  that  support  terrorist  organizations. 

Central  Asia 

Internal  and  regional  stability,  access  to  petroleum,  and  competi¬ 
tion  with  the  United  States  for  influence  in  the  region  constitute 
the  focus  of  China’s  diplomacy  in  Central  Asia,  and  China  ap¬ 
proaches  each  issue  with  different  strategic  goals.  Dr.  Martha  Brill 
Olcott,  Senior  Associate  at  the  Carnegie  Endowment  for  Inter¬ 
national  Peace,  stated  in  testimony  before  the  Commission,  “The 
Chinese  leadership  and  its  quasi-state  business  community  have 
been  very  pragmatic  in  establishing  and  strengthening  their  rela¬ 
tionship  within  Central  Asia,  making  careful  calculation  of  China’s 
short-,  medium-,  and  long-term  interests  in  the  region.”  79 

Internal  security  in  part  motivates  China’s  relationships  with  its 
Central  Asian  neighbors.  In  Xinjiang  province,  a  very  small  ele¬ 
ment  of  China’s  Muslim  Uighur  population  has  for  some  time  ex¬ 
pressed  separatist  sentiments.  Observers  generally  do  not  believe 
these  indicate  an  embrace  of  radical  Islam  but  rather  that  they 
stem  from  a  desire  for  sovereignty,  land  rights,  and  fair  treatment 
by  the  Chinese  government.80  Given  the  similar  ethnic  and  reli¬ 
gious  backgrounds  of  the  populations  of  bordering  Central  Asian 
states,  China  fears  the  possibility  that  some  of  these  states  might 
decide  to  support  Uighur  aspirations  for  independence  from  China 
or  greater  autonomy.  A  major  reason  China  engages  the  countries 
on  its  Western  border — Kazakhstan,  Kyrgyzstan,  and  Tajikistan — 
is  to  reduce  the  likelihood  these  countries  will  support  the  Uighur 
separatist  movement81  and  to  obtain  cooperation  in  ensuring  bor¬ 
der  integrity  and  security. 

China  was  instrumental  in  establishing  the  Shanghai  Coopera¬ 
tion  Organization  (SCO),  a  regional  agreement  between  China, 
Russia,  Kazakhstan,  Uzbekistan,  Tajikistan,  and  Kyrgyzstan,  as  a 
vehicle  for  engaging  Central  Asia  on  issues  of  regional  security  and 
political  and  economic  development.  Four  observer  nations — Mon¬ 
golia,  India,  Pakistan,  and  Iran — also  attended  its  most  recent 
meeting  in  June  2006.  The  SCO  identifies  “terrorism,  separatism, 
and  extremism”  as  principal  security  concerns.  It  also  encourages 
cooperation  on  issues  of  border  control  and  narcotics.82  Despite  its 
appearance  as  a  multilateral  organization,  Dr.  Dru  Gladney,  pro¬ 
fessor  at  the  University  of  Hawaii,  argued  to  the  Commission  that 
the  SCO  “. . .  has  no  other  role  than  bringing  the  member  countries 
together  to  discuss  issues  that  are  only  and  ever  addressed  bilat¬ 
erally  and  resolved  bilaterally.” 83  For  example,  although  it  was 
hailed  as  an  example  of  SCO  cooperation,  the  August  2005  Peace 
Mission  military  exercise  involved  only  Russia  and  China.84  The 
chief  beneficiary  of  the  SCO  is  China,85  which  uses  it  to  promote 
its  reputation  as  a  leader  in  regional  security  affairs  and  a  reliable 
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international  partner.  China  also  has  used  the  SCO  as  an  instru¬ 
ment  for  increasing  its  access  to  petroleum  resources  in  the  region. 

China,  indeed,  has  focused  considerable  attention  on  acquiring 
petroleum  from  Central  Asia.  In  October  2005,  one  of  China’s  na¬ 
tional  oil  companies,  China  National  Petroleum  Corporation,  pur¬ 
chased  PetroKazakhstan,  a  Canadian-owned  oil  company  in 
Kazakhstan,  for  approximately  $4.5  billion.  In  December  2005, 
China  and  Kazakhstan  opened  a  998-kilometer-long  pipeline,  ex¬ 
pected  to  deliver  200,000  barrels  per  day  to  China  by  20  07. 86  China 
is  also  pursuing  the  development  of  a  gas  pipeline  from  Uzbekistan 
to  connect  with  the  Kazakhstan-China  pipeline,  and  another  pipe¬ 
line  linking  it  with  Turkmenistan.87 

For  the  United  States,  China’s  involvement  in  Central  Asia 
raises  several  questions.  China  and  the  United  States  have  enun¬ 
ciated  similar  goals  of  opposing  radical  Islamic  terrorism,  and  the 
two  nations  reportedly  have  cooperated  on  some  anti-terror  initia¬ 
tives.  Dr.  Gladney,  however,  expressed  doubts  regarding  China’s 
sincerity  in  these  efforts,  primarily  because  the  United  States  has 
not  received  cooperation  from  China  in  combating  terrorism  in 
Southeast  Asia  or  in  the  Middle  East,  but  also  because  he  views 
Chinese  anti-terror  efforts  as  an  excuse  to  expand  control  over 
Xinjiang  Muslims  in  a  political  move  serving  the  interests  of  Chi¬ 
na’s  government  and  the  Chinese  Communist  Party  that  controls 
it.88 

Experts  differ  regarding  China’s  perception  and  acceptance  of  the 
United  States  in  Central  Asia.  Dr.  Cohen  argues  that  China  began 
to  feel  strategically  threatened  by  the  United  States’  increased 
presence  in  that  region  following  the  September  11  attacks  and 
subsequent  invasion  of  Afghanistan,  evidenced  by  China’s  support 
of  public  statements  opposing  U.S.  democracy  initiatives 89  and 
U.S.  bases  in  Uzbekistan  and  Kyrgyzstan.90  Chinese  pressure  coin¬ 
cided  with  other  factors  in  Uzbekistan,  and  the  U.S.  base  was 
closed.91  Also,  in  Kyrgyzstan,  the  rent  for  U.S.  military  bases  was 
raised  significantly.92  China  is  trying  to  use  the  SCO  to  reduce 
U.S.  influence  in  the  region  and  even  contacted  Kyrgyz  officials  to 
initiate  discussions  of  placing  Chinese  military  bases  in 
Kyrgyzstan.93  Conversely,  Dr.  Olcott  contends  that  China  has  no 
immediate  interest  in  pushing  the  United  States  out  of  Central 
Asia  because  China  views  the  U.S.  presence  as  a  stabilizer  in  the 
region;  however,  she  believes  China  would  not  endorse  an  extended 
U.S.  presence  in  the  region  over  the  long  term.  With  regard  to  Chi¬ 
na’s  statements  against  U.S.  bases,  she  pointed  out  that  these 
statements  did  not  suggest  a  deadline  for  the  departure  of  U.S. 
troops  and  that  the  statements  originated  from  Uzbekistan,  al¬ 
though  both  China  and  Russia  supported  them.94 

In  Central  Asia,  China  is  encouraging  regional  economic  integra¬ 
tion,  political  dialogue,  security  cooperation,  and  development  of 
Central  Asia’s  petroleum  market  as  a  driver  of  economic  growth. 
However,  China  has  little  interest  in  some  of  America’s  goals,  such 
as  promoting  human  rights,  freedom  of  the  press,  and  development 
of  post-Soviet  democratic  political  systems.  Dr.  Cohen  told  the 
Commission  this  sends  the  wrong  message  to  Central  Asian  lead¬ 
ers.95  He  also  indicated  that  China’s  actions  may  be  an  effort  to 
resurrect  or  create  a  modern  form  of  the  tributary  system  that  ex- 
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isted  during  the  era  of  Imperial  China.96  China’s  relationships  with 
Central  Asian  states  do  not  support  governmental  and  economic  re¬ 
forms  toward  democracy,  human  rights,  and  free  market  econo¬ 
mies. 

Northeast  and  Southeast  Asia 

China  is  expanding  trade  with  the  nations  of  Northeast  and 
Southeast  Asia.  As  is  the  case  with  its  relationships  with  Central 
Asia,  one  of  its  primary  objectives  in  its  relationships  with  North¬ 
east  and  Southeast  Asian  states  is  to  ensure  stability  and  security, 
often  at  the  expense  of  values  the  United  States  thinks  are  impor¬ 
tant,  such  as  democracy  and  peace.  China  desires  not  to  dissipate 
its  attention  and  resources  in  contending  with  conflict  or  disorder 
at  or  near  its  borders.  Rear  Admiral  Michael  McDevitt  (USN-Ret.), 
Director  of  the  Center  for  Strategic  Studies  at  the  Center  for  Naval 
Analyses,  told  the  Commission,  “There  is  no  question  that  China 
is  the  dominant  economic  and  military  power  on  the  continent  of 
Asia.  Despite  being  dominant  in  terms  of  power,  Beijing’s  relations 
with  its  neighbors  are  dictated  by  its  grand  strategic  objective  of 
preserving  peace  and  stability  in  its  “near  abroad”  so  that  economic 
development  can  proceed.”97  Additional  objectives  include  gaining 
economic  advantage,  reassuring  Asian  countries  of  China’s  peaceful 
rise,  isolating  Taiwan,  and  increasing  international  influence.98 

RADM  McDevitt  characterized  China’s  relations  with  Northeast 
Asian  countries  as  promising,  with  the  exception  of  Japan.  China’s 
diplomacy  toward  Japan  has  been  marked  by  “latent  tensions”  con¬ 
cerning  unresolved  issues  of  history.  More  recently,  China’s  govern¬ 
ment  focused  on  former  Japanese  Prime  Minister  Junichiro 
Koizumi’s  visits  to  the  Yasukuni  shrine  to  highlight  those  historical 
issues.99  In  addition,  both  countries  currently  compete  for  energy 
supplies  in  the  East  China  Sea  and,  fueled  by  growing  nationalism, 
have  not  resolved  territorial  disputes.100  With  new  Prime  Minister 
Shinzo  Abe’s  visit  to  China  in  October  2006,  the  two  nations  report¬ 
edly  are  trying  to  ease  existing  tensions  and  reestablish  bilateral 
dialogue.101 

China’s  bilateral  relations  with  the  Republic  of  Korea,  or  South 
Korea,  are  generally  positive.  China  and  South  Korea  share  inter¬ 
ests  in  stability  on  the  Korean  peninsula. 102  China’s  soft  power  and 
cultural  attraction  have  increased;  Chinese  has  replaced  English  as 
the  most  popular  language  studied  by  liberal  arts  majors  in  South 
Korea.103 

Despite  China’s  stated  peaceful  objectives,  Asian  nations  have 
expressed  concerns  about  China’s  intentions  in  the  region.104  A 
number  of  Asian  countries  are  hedging  against  the  dangers  they 
perceive  in  a  more  powerful  China  by  strengthening  bilateral  rela¬ 
tionships,  including  with  the  United  States,  and  multilateral  rela¬ 
tionships  to  “preserve  their  independence  and  freedom  of  ac¬ 
tion.”105  Japan,  South  Korea,  Thailand,  and  Taiwan  have  main¬ 
tained  close  relationships  with  the  United  States  and  each  has  in¬ 
volved  itself  in  a  number  of  economic,  security-related,  and  political 
multilateral  organizations. 

The  nations  of  Southeast  Asia  have  achieved  a  notable  degree  of 
cooperation  through  the  Association  of  Southeast  Asian  Nations 
(ASEAN).  In  his  testimony  to  the  Commission,  Dr.  Karl  D.  Jack- 
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son,  professor  at  the  School  for  Advanced  International  Studies  at 
Johns  Hopkins  University,  identified  three  specific  emphases  of  the 
ASEAN  organization  related  to  the  member  nations’  desire  to 
hedge  against  China’s  rise:  expanding  its  membership  to  include  a 
total  of  ten  nations;  signing  an  ASEAN-China  Treaty  of  Amity  and 
Concord;  and  insisting  that  the  United  States  remain  engaged  in 
the  region.106 

China’s  commercial  activities  are  the  most  evident  conduit  for 
China’s  influence  in  Asia,  and  they  have  benefited  China’s  reputa¬ 
tion.107  In  Southeast  Asia,  however,  the  United  States  remains  the 
most  important  economic  partner,  primarily  for  two  reasons.  South¬ 
east  Asian  economies  have  been  affected  by  China’s  currency  peg, 
making  Southeast  Asian  exports  less  competitive  with  Chinese  ex¬ 
ports  and  shifting  foreign  direct  investment  toward  China.108  In 
addition,  Chinese  investment  in  the  region  remains  small,  so  man¬ 
ufacturers  are  receiving  little  help  in  contending  with  the  competi¬ 
tion  of  low-priced  goods  from  China’s  expanding  processing  indus¬ 
tries.109 

Dr.  Robert  Sutter,  professor  at  the  Walsh  School  for  Foreign 
Service  at  Georgetown  University,  argues  that  China’s  growth  and 
diplomatic  expansion  reinforce  the  desire  for  U.S.  leadership  in  the 
region  as  a  “security  guarantor  and  vital  economic  partner.”  110  His 
view  was  echoed  by  Rear  Admiral  McDevitt:  Asian  governments 
seek  interaction  with  the  United  States  to  increase  their  confidence 
and  comfort  in  engaging  with  China.111  Without  the  U.S.  presence, 
Asian  countries  would  be  more  concerned  about  China. 

The  consequences  of  more  aggressive  attitudes  toward  China  by 
other  Asian  nations  could  fuel  conflict,  especially  in  the  case  of 
Japan.  RADM  McDevitt  argued  that  the  United  States  should  pro¬ 
mote  trilateral  cooperation  among  the  United  States,  Japan,  and 
China  and  to  encourage  both  Japan  and  China  to  take  on  the  re¬ 
sponsibilities  and  role  of  a  “responsible  stakeholder”  regionally  and 
globally.  Increased  stability  in  the  Japan-China  relationship  could 
lower  regional  concerns  about  China’s  military  modernization,  and 
Dr.  Sutter  asserts  that  U.S.  involvement  toward  this  end  could  pro¬ 
vide  both  countries  with  a  way  to  adjust  their  antagonistic  policies 
and  open  the  door  to  a  more  positive  diplomacy.112 
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CASE  STUDY:  BURMA 

China’s  relations  with  Burma  bolster  the  capability  of  the  mili¬ 
tary  junta  to  rule  the  country  by  keeping  the  Burmese  econ¬ 
omy  afloat  in  the  face  of  international  sanctions.  China  is  the 
largest  investor  in  Burma,  and  provides  low-interest  loans  to 
the  Burmese  government — most  recently  a  June  2006  pledge 
of  a  $200  million  loan  to  five  unspecified  government  min¬ 
istries.  China  also  supplies  90  percent  of  Burma’s  military’s  ar¬ 
maments  and  has  granted  $1.6  billion  in  military  assistance 
and  modernization  funding.113  In  return,  China  will  receive  ac¬ 
cess  to  Burma’s  natural  resources — including  timber,  oil,  and 
natural  gas.  Moreover,  this  relationship  with  Burma  poten¬ 
tially  could  enhance  China’s  power  projection  capability  by  ex¬ 
tending  its  presence  into  the  Bay  of  Bengal  and  the  Andaman 
Sea,  two  areas  vital  to  the  transportation  of  China’s  oil  im¬ 
ports  from  the  Persian  Gulf.114 

Although  they  will  not  be  able  to  compete  with  the  volume  of 
natural  gas  China  imports  from  Iran,  Burma’s  natural  gas  re¬ 
serves  are  of  importance  to  China’s  energy  security  because 
this  natural  gas  can  be  transported  overland  by  a  proposed 
pipeline  directly  linking  the  two  countries.  This  has  prompted 
China  to  invest  heavily  in  Burma’s  natural  gas  sector;  in  No¬ 
vember  2005,  PetroChina  signed  a  30-year  contract  with 
Burma  for  6.5  trillion  cubic  feet  of  natural  gas,  and  in  Feb¬ 
ruary  2006  China  loaned  Burma  $85  million  to  purchase  two 
new  oil  rigs.115  Jared  Genser,  a  fellow  for  the  National  Endow¬ 
ment  for  Democracy  and  lead  author  of  the  Havel-Tutu  Report 
calling  for  U.N.  action  in  Burma,  stated  in  testimony  that  he 
feared  PetroChina’s  activities  would  benefit  from  Burmese  forced 
labor  and  would  be  indirectly  responsible  for  human  rights  viola¬ 
tions.116 

Despite  the  positive  economic  relations  between  China  and 
Burma,  this  relationship  has  had  negative  consequences  both 
domestically  and  internationally  for  China.  Burma’s  trade  in 
opium,  heroin,  and  methamphetamine  is  responsible  for  in¬ 
creased  drug  addiction  in  southern  China,  and  a  significant 
number  of  HIV/AIDS  cases  can  be  traced  to  China’s  provinces 
that  border  Burma.117  These  negative  impacts  have  induced 
public  statements  from  the  Chinese  government  against  Bur¬ 
ma’s  illegal  drug  trade  and  its  inability  or  unwillingness  to 
control  the  situation.  Internationally,  China’s  support  for 
Burma  has  drawn  criticism.  In  December  2005  and  May  2006, 
the  U.N.  Security  Council  held  private  briefings  on  the  situa¬ 
tion  in  Burma,  to  which  China  agreed  in  order  to  prevent  a 
public  discussion  from  reaching  the  formal  agenda.118  Most  re¬ 
cently,  in  September  2006  the  U.N.  Security  Council  placed 
Burma  on  its  formal  agenda,  which  will  allow  it  to  examine 
the  situation  there.  China  opposed  this  decision.119 
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Hong  Kong  and  Taiwan 

Both  Hong  Kong  and  Taiwan,  as  ingredients  in  the  U.S. -China 
relationship,  are  of  great  importance.  Each  in  its  own  way  acts  as 
a  bellwether  for  determining  whether  China’s  rise  will  collide  with 
fundamental  U.S.  interests  or  whether  it  will  avoid  conflict.  Hong 
Kong  and  Taiwan,  also,  offer  arguably  the  easiest  and  most  conven¬ 
ient  opportunities  for  China  to  demonstrate  that  it  is  ready,  will¬ 
ing,  and  able  to  accept  the  role  of  responsible  stakeholder  in  the 
community  of  nations  and  use  its  growing  power,  economic  clout, 
and  influence  for  global  benefit  in  a  “win-win”  manner,  rather  than 
in  a  way  that  benefits  China  at  the  expense  of  other  nations. 

Hong  Kong 

Hong  Kong’s  “one  country — two  systems”  structure  was  originally 
codified  in  the  agreement  between  China  and  the  United  Kingdom 
that  resulted  in  the  return  of  the  former  British  territory  to  Chi¬ 
nese  control  in  1997.  The  conditions  of  the  return  purported  to 
guarantee  a  continuation  of  the  greater  degree  of  autonomy,  democ¬ 
racy,  human  rights,  and  a  free  market  economic  system  that  ex¬ 
isted  in  Hong  Kong  than  exist  in  China — and  to  offer  the  promise 
of  further  democratization.  It  is  of  great  significance  to  the  United 
States  whether  China  honors  its  commitments. 

Because  of  the  importance  of  the  status  of  Hong  Kong,  each  time 
in  the  past  several  years  that  a  delegation  of  Commissioners  has 
visited  China,  a  stop  in  Hong  Kong  has  been  included  to  enable 
Commissioners  to  talk  with  Hong  Kong  citizens  and  officials,  as 
well  as  with  American  diplomats  and  businessmen,  to  assess 
whether  the  commitments  are  being  honored,  and  whether  Hong 
Kong  is  progressing,  retreating,  or  just  maintaining  the  status  quo 
in  these  important  respects. 

Based  on  the  observations  of  the  Commissioners  who  visited 
Hong  Kong  in  June  2006,  it  appears  that  many  of  the  political  and 
economic  guarantees  assured  in  the  Sino-British  agreement  of  1997 
have  been  retained,  such  as  preservation  of  the  legal  system  and 
economic  autonomy.  However,  there  are  areas  of  concern. 

Hong  Kong’s  citizens  are  guaranteed  a  free  press — which  per¬ 
forms  a  crucial  function  in  any  democratic  state  as  a  “watchdog” 
of  the  political  process  and  government  on  behalf  of  the  people.  Un¬ 
fortunately,  whether  or  not  the  effort  is  orchestrated  by  Beijing,  the 
independent  and  outspoken  news  media  in  Hong  Kong  have  been 
disappearing.  The  great  majority  of  news  organizations  now  belong 
to  larger  business  organizations  that  seek  a  cooperative  relation¬ 
ship  with  the  Chinese  government  in  order  to  enable  and  facilitate 
their  commercial  activities.  They  seek  to  ensure  their  media  sub¬ 
sidiaries  do  not  antagonize  the  government.  There  is  widespread 
agreement  that  only  one  widely  available  newspaper  remains  inde¬ 
pendent  and  vocal  in  its  assessment  of  the  Hong  Kong  govern¬ 
ment’s  and  Chinese  government’s  actions  and  intentions,  and  there 
are  fears  that  its  owner  may  be  unable  to  resist  delivering  it  to  the 
same  fate  as  all  the  others.  Moreover,  China’s  arrest  of  journalists 
has  prompted  fears  even  among  employees  of  foreign  newspapers, 
especially  as  China’s  treatment  of  the  arrested  journalists  and  de¬ 
nial  of  basic  legal  rights  during  trial  indicate  political  motivations 
for  the  government’s  actions.120  If  this  vital  means  of  criticism  and 
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introspection  is  lost  to  Hong  Kong,  there  are  questions  about 
whether  or  not  Hong  Kong’s  democratic  features  can  be  preserved 
and  expanded. 

The  Hong  Kong  Basic  Law  suggests  that  Hong  Kong  will  move 
toward  further  democratization  of  its  electoral  process — in  the  form 
of  “universal  suffrage” — for  its  legislative  body,  the  Legislative 
Council,  and  its  Chief  Executive.121  The  current  process  has  a 
strong  “constituency-based”  element.  Many  Hong  Kong  citizens — 
and  the  United  States  and  other  democratic  nations — had  hoped  for 
early  progress  in  this  direction.  However,  late  in  2005  Hong  Kong 
Chief  Executive  Donald  Tsang,  recently  appointed  by  the  Chinese 
government,  announced  that  movement  toward  universal  suffrage 
would  not  occur  in  the  immediate  future.122  In  his  October  2006 
annual  policy  address,  he  indicated  that  progress  on  this  issue 
again  would  be  delayed. 123 

The  Commission  reiterates  its  belief  that  the  Hong  Kong  system 
is  a  crucial  one,  and  that  it  is  very  important  for  the  United  States 
and  other  democracies  to  maintain  a  close  watch  on  developments 
there,  and  to  sound  the  alarm  should  there  be  any  significant  ero¬ 
sion  of  those  democratic,  human  rights,  and  economic  differences 
that  set  it  apart  from  China.  To  this  end,  the  Commission  expects 
to  continue  to  visit  Hong  Kong  as  it  visits  mainland  China  to  up¬ 
date  its  knowledge  and  understanding  of  occurrences  there  so  that 
it  can  convey  those  to  the  Congress  for  its  evaluation  and  action. 

Taiwan 

U.S.  support  for  Taiwan  has  grown  as  the  island  has  democra¬ 
tized,  and  as  it  has  developed  a  free  market  economy  that  offers 
an  important  economic  partnership  to  the  United  States  and  other 
trading  nations.  This  support  is  underpinned  by  the  Taiwan  Rela¬ 
tions  Act  and  by  other  statutes  and  Executive  Orders.  Despite  the 
fact  that  the  United  States  switched  its  formal  recognition  from 
Taiwan  to  China  during  the  late  1970s,  the  United  States  main¬ 
tains  close  ties  to  Taiwan.  It  has  made  important  defensive  weap¬ 
ons  systems  available  for  Taiwan  to  purchase  in  order  to  deter  Chi¬ 
nese  aggression.  And  it  has  encouraged  development  of  bilateral 
trade  and  commercial  relationships.  The  Commission  supports  Tai¬ 
wan’s  democratic  system;  it  believes  it  is  in  the  U.S.  interest  for 
Taiwan’s  democracy  and  free  market  system  to  flourish  and  for 
both  sides  of  the  Taiwan  Strait  to  work  out  their  differences  in  a 
peaceful  manner  free  of  threats  and  coercion. 

A  Commission  delegation  visited  Taipei  in  the  summer  of  2006 
for  discussions  with  Taiwan  government  officials,  policy  analysts, 
academics,  and  business  people,  and  with  American  diplomats  and 
business  people  concerning  Taiwan’s  relationship  with  the  United 
States,  Taiwan’s  relationship  with  China,  and  Taiwan’s  internal 
political  situation. 

Among  the  topics  the  delegation  discussed  was  the  increasingly 
complicated  relationship  that  has  developed  between  Taiwan  and 
China,  largely  as  a  result  of  the  heavy  investments  Taiwan  busi¬ 
nesses  have  made  in  China’s  economy,  and  establishment  by  many 
of  those  businesses  of  manufacturing  plants  and  other  activities 
and  facilities  there.  Taiwan  is  the  largest  source  of  foreign  invest¬ 
ment  in  China  today.  Recognizing  this  situation  poses  some  signifi- 
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cant  risks  to  Taiwan,  government  officials  told  the  Commission  del¬ 
egation  that  mechanisms  are  in  place  to  limit  investments  in  the 
mainland,  but  they  acknowledge  that  many  Taiwan  businesses 
evade  those  restrictions  by  establishing  companies  in  economically 
free-wheeling  locations  such  as  the  Cayman  Islands  and  Bermuda 
and  using  those  companies  as  conduits  for  their  investments. 

Complicating  this  situation  are  China’s  persistent  efforts  to  eco¬ 
nomically,  militarily,  and  diplomatically  isolate  Taiwan  and  pre¬ 
vent  it  from  integrating  in  the  regional  economy  and  from  playing 
a  role  in  the  international  community.124  A  number  of  those  to 
whom  the  Commission  delegation  spoke,  both  in  and  outside  gov¬ 
ernment,  during  its  visit  to  Taipei  emphasized  this  concern.  In  Au¬ 
gust,  Dr.  Sutter  testified  to  the  Commission  that  Chinese  officials 
have  been  effective  in  these  efforts  to  isolate  Taiwan,  especially  by 
preventing  Taiwan’s  entrance  into  regional  economic  organiza¬ 
tions.125  Moreover,  he  stated,  “Over  time,  Chinese  pressure,  backed 
by  China’s  increasing  importance  to  Southeast  Asian  countries,  has 
made  visits  of  Taiwan  officials  [to  those  Southeast  Asian  nations] 
at  the  ministerial  level  difficult  while  visits  of  top-level  Taiwan  offi¬ 
cials  are  very  rare.” 126 

Taiwan  is  particularly  concerned  about  U.S.  free-trade  agree¬ 
ments  with  other  Asian  nations,  notably  including  South  Korea, 
fearing  that  these  may  result,  even  if  inadvertently,  in  a  deflection 
of  some  trade  activity  from  Taiwan  to  the  nations  with  which  the 
special  arrangements  exist.  Government  officials,  policy  analysts, 
and  business  people  all  expressed  a  strong  hope  to  the  Commis¬ 
sion’s  delegation  that  the  United  States  would  agree  to  vigorous  ne¬ 
gotiations  intended  to  produce  a  Taiwan-United  States  free-trade 
agreement  at  the  earliest  possible  date,  and  assured  the  delegation 
that  Taiwan  is  prepared  to  make  agricultural  and  other  trade  con¬ 
cessions  that  will  be  necessary  in  order  to  produce  an  agreement. 
Taiwan  leaders  believe  that  achieving  a  free-trade  agreement  with 
the  United  States  is  an  economic  necessity,  but  that  it  is,  in  fact, 
even  more  than  that:  it  is  a  strategic  necessity  without  which  Tai¬ 
wan  fears  its  ability  to  survive  and  prosper  in  the  Western  Pacific/ 
East  Asian  region,  and  the  world  at  large,  will  begin  to  erode. 

Another  consistent  topic  of  discussion  with  the  Commission  dele¬ 
gation  to  Taiwan  was  the  concerted  efforts  by  the  Chinese  to  “di¬ 
vide  and  conquer”  the  Taiwan  political  system  by  pitting  one  Tai¬ 
wan  political  party  against  another.  Political  struggles  in  Taiwan 
over  the  issue  of  independence  and  the  relationship  with  the  main¬ 
land,  combined  with  rising  domestic  political  tensions  and  allega¬ 
tions  of  corruption,  have  distracted  Taiwan’s  democracy  from  fur¬ 
ther  development  and  from  making  policy  choices  important  for  its 
own  security — including,  for  example,  the  long-stalled  purchase  of 
items  in  the  U.S. -approved  defensive  arms  package. 

[NOTE:  Issues  related  to  the  defense  of  Taiwan  and  the  military 
balance  between  China  and  Taiwan  are  addressed  in  Section  3 — 
“The  Military  Balance  Across  the  Taiwan  Strait” — of  Chapter  3.] 
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SECTION  2:  CHINA’S  PROLIFERATION  AND 
INVOLVEMENT  IN  NORTH  KOREA’S  AND  IRAN’S 
NUCLEARIZATION  ACTIVITIES 


The  Commission  shall  investigate  and  report  on  “PROLIFERA¬ 
TION — The  role  of  the  People’s  Republic  of  China  in  the  pro¬ 
liferation  of  weapons  of  mass  destruction  and  other  weapons 
(including  dual  use  technologies),  including  actions  the  United 
States  might  take  to  encourage  the  People’s  Republic  of  China 
to  cease  such  practices.” 


Key  Findings 

•  Chinese  companies  and  government  organizations  continue  to 
proliferate  weapons,  weapons  components,  and  weapons  tech¬ 
nology.  Some  of  these  transfers  violate  China’s  international  non¬ 
proliferation  agreements,  harm  regional  security  in  East  Asia 
and  the  Middle  East,  and  are  a  measure  of  China’s  failure  to 
meet  the  threshold  test  of  international  responsibility  in  the  area 
of  nonproliferation.  Given  strong  U.S.  interests  in  both  regions, 
Chinese  proliferation  threatens  U.S.  security  and  potentially 
could  place  at  risk  U.S.  troops  operating  in  those  regions. 

•  China  possesses  the  unique  ability  to  influence  North  Korea’s  ac¬ 
tions,  partly  because  of  the  great  extent  to  which  North  Korea 
depends  on  it  for  consistent  supplies  of  food  and  fuel.  Notwith¬ 
standing  its  commendable  efforts  to  persuade  North  Korea  to  re¬ 
main  involved  in  the  Six-Party  Talks  seeking  to  obtain  North  Ko¬ 
rean  agreement  to  end  its  nuclear  program,  China  has  refused 
to  use  its  leverage  effectively  to  pressure  North  Korea  to  cease 
its  nuclear  and  missile  development  activities  and,  in  particular, 
not  to  conduct  the  nuclear  test  it  conducted  in  October. 

•  Chinese  companies  and  government  organizations  continue  to  as¬ 
sist  Iran’s  missile  development  program,  and  have  aided  Iran’s 
nuclear  program.  China  also  has  refused  to  cooperate  in  the  ef¬ 
forts  by  a  number  of  nations  to  persuade  or  force  Iran  to  halt  its 
military  nuclear  program  and  instead  has  offered  political  and 
moral  support  for  Iran  and  obstructionism  in  the  United  Nations. 

•  China’s  continued  frustration  of  nonproliferation  efforts  may  pre¬ 
cipitate  additional  nuclear  proliferation,  including  nuclear  weap¬ 
ons  development  and  transfer  of  nuclear  weapons  to  non-nuclear 
nations  and  terrorists,  proliferation  of  other  weapons  of  mass  de¬ 
struction,  and  conventional  arms  races. 

China’s  Proliferation  Record 

In  testimony  before  the  Commission,  Assistant  Secretary  of  State 
for  Compliance,  Verification,  and  Implementation  Paula  DeSutter 
acknowledged  that  the  U.S.  government  has  repeatedly  engaged 
the  Chinese  government  at  its  highest  levels  “to  reinforce  our  mes¬ 
sage  that  the  proliferation  of  WMD  [weapons  of  mass  destruction] 
and  missile  technology  is  a  threat  to  our  mutual  security.” 127  Despite 
this  effort  and  additional  dialogues  on  missile  modernization  and 
nuclear  policy,128  the  United  States  “remain[s]  disappointed  in  the 
continuing  proliferant  behavior  of  certain  Chinese  entities,  and  . . . 
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about  the  Chinese  government’s  commitment  towards  its  non¬ 
proliferation  obligations.” 129 

The  following  chart  lists  current  multilateral  nonproliferation 
treaties  and  regimes  and  describes  China’s  status  and  level  of  par¬ 
ticipation  with  respect  to  them: 


International  Nonproliferation  Agreements  and  China’s 
Participation 


Nonproliferation  Regime 

Description 

China’s  Response 

Biological  Weapons  Con¬ 
vention  (BWC) 

Outlaws  the  production,  devel¬ 
opment,  storage,  and  use  of  bio¬ 
logical  weapons 

China  acceded  to  the  BWC  in 
1984  iso 

Chemical  Weapons  Con¬ 
vention  (CWC) 

Outlaws  the  production,  stor¬ 
age,  and  use  of  chemical  weap¬ 
ons 

China  signed  the  CWC  in  1993. 
In  1997,  China  ratified  the  con¬ 
vention  131 

Nuclear  Nonproliferation 
Treaty  (NPT) 

The  five  original  nuclear  states 
(France,  China,  USSR  (now 
Russia),  United  Kingdom,  and 
United  States)  agree  not  to  use 
nuclear  weapons  against  non¬ 
nuclear  states  except  in  re¬ 
sponse  to  a  nuclear  attack,  and 
to  prevent  the  transfer  of  nu¬ 
clear  weapons  to  non-nuclear 
states;  and  affirm  the  right  of 
states  that  do  not  possess  nu¬ 
clear  weapons  to  use  peaceful 
nuclear  technology 

China  acceded  to  the  NPT  in 
March  1992 

Zangger  Committee 

Maintains  a  list  of  equipment 
that  may  be  exported  only  to 
facilities  that  have  nuclear 
safeguards  in  place,  and  fosters 
coordination  among  states  for 
controlling  the  export  of  nu¬ 
clear  materials 

China  joined  the  Zangger  Com¬ 
mittee  in  1997 133 

Nuclear  Suppliers  Group 
(NSG) 

Controls  the  export  of  materials 
that  may  be  used  for  nuclear 
weapons  development 

China  joined  in  May  2004 134 

Comprehensive  Test  Ban 
Treaty  (CTBT) 

Each  party  agrees  to  prohibit 
. .  any  nuclear  weapon  test 
explosion  or  any  other  nuclear 
explosion,  and  to  prohibit  and 
prevent  any  such  nuclear  explo¬ 
sion  at  any  place  under  its  ju¬ 
risdiction  or  control,”  and  to 
. .  refrain  from  causing,  en¬ 
couraging,  or  in  any  way  par¬ 
ticipating  in  the  carrying  out  of 
any  nuclear  weapon  test  explo¬ 
sion  or  any  other  nuclear  explo¬ 
sion.”  135 

China  signed  in  September 

1996,  but  has  not  ratified  the 
treaty.  (The  United  States  is  a 
signatory,  but  also  has  not  rati¬ 
fied  the  treaty) 
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International  Nonproliferation  Agreements  and  China’s 
Participation — Continued 


Nonproliferation  Regime 

Description 

China’s  Response 

Missile  Technology  Con¬ 
trol  Regime  (MCTR) 

A  “set  of  voluntary  guidelines 
that  seeks  to  control  the  trans¬ 
fer  of  ballistic  and  cruise  mis¬ 
siles  that  are  inherently  capa¬ 
ble  of  delivering  at  least  a  500 
kg  (1,100  lb)  payload  a  distance 
of  at  least  300  km  (186  mi), 
called  “Category  I”  or  “MTCR- 
class”  missiles” 136 

China  is  not  a  member.  How¬ 
ever,  it  has  made  qualified 
commitments  to  “abide  by  var¬ 
ious  missile  nonproliferation 
commitments.” 137  Under  these 
commitments,  China  exempted 
certain  missiles  and  grand¬ 
fathered  early  transfers.  Its 
most  recent  commitment  in 

2000  stated  that  it  would  not 
assist  “in  any  way,  any  country 
in  the  development  of  ballistic 
missiles  that  can  be  used  to  de¬ 
liver  nuclear  weapons  (i.e.  mis¬ 
siles  capable  of  delivering  a 
payload  of  at  least  500  kilo¬ 
grams  to  a  distance  of  at  least 
300  kilometers).” 138  China  has 
not  committed  to  restrictions 
pertaining  to  other  missiles.139 

Proliferation  Security 
Initiative  (PSI) 

An  effort  led  by  President  Bush 
to  prohibit  and  prevent  the 
transfer  of  banned  weapons 
and  technology  applicable  to 
nuclear,  chemical,  and  biologi¬ 
cal  weapons 

China  has  not  joined,  voicing 
concerns  about  the  legality  of 
the  PSI 

International  Code  of 
Conduct  Against  Bal¬ 
listic  Missile  Prolifera¬ 
tion 

Intended  to  curb  the  prolifera¬ 
tion  of  ballistic  missiles  and  to 
support  the  implementation  of 
the  MTCR 

China  has  not  joined 

China  has  not  even  fulfilled  the  nonproliferation  obligations  it 
has  agreed  to  accept.140  Evidence  of  recurring  transfers  of  mili- 
tarily-sensitive  materials,  products,  and  technologies  by  Chinese 
companies  and  government  organizations  suggests  that  some  of 
these  organizations  are  serial  proliferators  and  have  no  fear  of  gov¬ 
ernment  controls  or  punishments.141  As  Assistant  Secretary  of  De¬ 
fense  for  International  Security  Affairs  Peter  Rodman  noted  in  his 
September  testimony,  these  organizations,  including  state-owned 
enterprises  (SOEs),  continue  to  supply  items  and  technology  useful 
for  developing  WMD  and  delivery  systems.142  Some  of  these  missile 
technologies  can  be  used  in  a  variety  of  missile  programs.143  Addi¬ 
tionally,  the  United  States  remains  concerned  that  China  is  cur¬ 
rently  conducting  biological  and  chemical  weapons  research  in  vio¬ 
lation  of  its  obligations  under  the  Biological  Weapons  Convention 
and  the  Chemical  Weapons  Convention; 144  that  it  continues  to  ex¬ 
pand  its  missile  modernization  program; 145  and  that  proliferating 
companies  and  government  organizations  in  China  could  transfer 
the  products  of  these  efforts  to  North  Korea,  Iran,  and  other  na¬ 
tions  or  to  terrorist  organizations  engaged  in  various  proliferation 
activities. 

The  United  States  has  attempted  to  persuade  China  to  step  up 
its  enforcement  of  its  domestic  nonproliferation  laws  and  regula¬ 
tions,  and  to  comply  with  its  international  nonproliferation  commit- 
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ments.146  Also,  the  United  States  has  worked  to  deter  Chinese 
companies  and  government  organizations  from  proliferating  by  al¬ 
tering  the  incentive  structure,147  increasing  the  political  and  eco¬ 
nomic  costs  of  proliferation.  Sanctions  are  the  primary  vehicle  for 
this  effort.  Below  is  a  chart  listing  sanctions  imposed  on  Chinese 
companies  and  organizations  since  the  issuance  of  this  Commis¬ 
sion’s  2005  Annual  Report: 

List  of  Sanctions  Imposed  on  Chinese  Entities  Since 
November  2005 


Date 

Entity/Person 

Controlling  Statute 

December 

2005 

•  China  Aero-Technology  Import/Ex¬ 
port  Corp.  (CATIC) 

•  North  China  Industries  Corpora¬ 
tion  (NORINCO) 

•  LIMMT  Metallurgy  and  Minerals 
Company  Ltd. 

•  Ouinion  (Asia)  International  Eco¬ 
nomic  and  Technical  Cooperation 
Ltd. 

•  Zibo  Chemet  Equipment  Company 

Iran  Nonproliferation  Act:  regarding 
missile  and  chemical  weapons  pro¬ 
liferation 

June  2006 

•  Beijing  Alite  Technologies  Com¬ 
pany  Ltd.  (ALCO) 

•  LIMMT  Economic  and  Trade  Com¬ 
pany  Ltd. 

•  China  Great  Wall  Industry  Cor¬ 
poration  (CGWIC) 

•  China  Precision  Machinery  Import- 
Export  Corp.  (CPMIEC) 

•  G.W.  Aerospace  (a  U.S.  office  of 
CGWIC) 

Executive  Order  13382:  regarding 
missile  proliferation 

August  2006 

•  Great  Wall  Airlines  Company  Ltd. 

Executive  Order  13382:  regarding 
missile  proliferation  and  dual-use 
components. 

In  June  2006,  as  the  chart  indicates,  the  United  States  imposed 
sanctions  on  four  Chinese  companies  plus  the  U.S.  subsidiary  of 
one  of  them,  under  Executive  Order  13382  148  because  the  U.S.  gov¬ 
ernment  determined  that  they  provided,  or  attempted  to  provide, 
support  for  Iran’s  Aerospace  Industries  Organization  (AIO),  a  key 
actor  in  developing  Iran’s  missile  program.149  All  of  the  firms  sub¬ 
jected  to  sanctions  in  this  round  had  been  sanctioned  previously 
under  other  U.S.  laws.150  Assistant  Secretary  Rodman’s  testimony 
indicated  that  one  of  these  companies,  China  Precision  Machinery 
Import-Export  Corporation  (CPMIEC),  had  transferred  items  con¬ 
trolled  under  the  Missile  Technology  Control  Regime  (MTCR)  and 
thus  in  violation  of  China’s  obligations  and  commitments  to  pre¬ 
vent  missile  transfers  and  technology.151  In  August  2006,  the  Great 
Wall  Airlines  Company  was  designated  as  a  proliferator;  its  parent 
company,  China  Great  Wall  Industry  Corporation  (CGWIC),  was 
sanctioned  in  June.  Great  Wall  Airlines  had  to  suspend  its  oper¬ 
ations  after  the  designation  because  the  Boeing  Company,  an 
American  corporation,  thereafter  was  prohibited  from  supplying  to 
the  firm  technical  assistance,  parts,  and  aeronautical  charts  for  pi¬ 
lots.152 
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Although  China  has  domestic  legal  mechanisms  in  place  to  sup¬ 
port  nonproliferation  efforts,  particularly  an  export  control  system, 
to  date  Chinese  action  against  proliferating  companies  and  govern¬ 
ment  organizations  has  been  “uneven”  and  “irregular.” 153  Thus,  the 
question  is  whether  China’s  failure  to  cease  proliferation  results 
from  the  government’s  inability  to  control  actors  within  the  country 
or  from  China’s  unwillingness  to  enforce  its  own  laws.  It  appears 
that  China’s  proliferation  activities  are  facilitated  by  a  “general 
willingness  to  transfer  a  wide  variety  of  technologies  to  customers 
around  the  world,  including  to  states  of  concern,  not  only  Iran  and 
North  Korea,  but  [also]  Sudan,  Burma,  Zimbabwe,  Cuba,  and  Ven¬ 
ezuela.”  154  These  transfers  may  alter  the  balance  of  power  in  the 
regions  in  which  these  countries  are  located,  or  may  be  retrans¬ 
ferred  to  non-state  actors  including  terrorists.  Assistant  Secretary 
Rodman  stated  that  Chinese  leaders  now  acknowledge  the  danger 
of  secondary  proliferation  and  the  potential  for  nuclear  terrorism,155 
but  China’s  weapons  transfers  often  occur  in  concert  with  Chinese 
attempts  to  improve  economic  and  trade  relations  with  certain 
countries,  especially  those  with  significant  natural  resources.  In 
this  respect,  China  permits  its  economic  objectives  and  their  polit¬ 
ical  implications  to  trump  its  nonproliferation  commitments. 

China’s  transfers  of  militarily-sensitive  items,  whether  conven¬ 
tional  arms  or  related  to  weapons  of  mass  destruction,  may  spark 
regional  instability  and  also  harm  U.S. -China  bilateral  relations 156 
as  the  United  States  responds  to  proliferation  threats  around  the 
globe.  The  propensity  of  China’s  proliferation  partners  to  retransfer 
items  received  from  China  could  produce  grave  repercussions  for 
China — for  example,  if  it  were  established  that  a  North  Korean  nu¬ 
clear  bomb  traveled  through  China  (as  a  result  of  lax  customs  con¬ 
trols  and  poor  inspection  policies)  to  a  rogue  nation  or  terrorist 
group  157  that  detonated  it  on  U.S.  territory  or  that  of  a  U.S.  ally, 
or  used  the  bomb  to  help  it  acquire  its  own  nuclear  capability. 

Also  among  the  consequences  of  North  Korea’s  nuclear  capability 
and  the  possibility  Iran  also  will  acquire  such  capability  is  the  pos¬ 
sibility  other  nations  in  Asia  and  the  Middle  East  will  initiate  ef¬ 
forts  to  obtain  nuclear  capability. 

This  section  further  examines  China’s  proliferation  record  in  the 
context  of  its  proliferation  to  North  Korea  and  Iran.  A  more  de¬ 
tailed  understanding  of  the  political  and  economic  motivations  be¬ 
hind  the  proliferation  of  weapons  and  technology  can  be  gained 
from  these  two  cases,  as  well  as  a  deeper  appreciation  for  the  sec¬ 
ondary  consequences  of  such  actions.  Moreover,  these  cases  will  ex¬ 
amine  the  extent  to  which  China  can  be  considered  a  responsible 
stakeholder  with  respect  to  nonproliferation. 

China’s  Proliferation  to  North  Korea  and  Its  Role  in  North 
Korea’s  Nuclear  Weapons  Development 

China  has  a  history  of  assisting  the  North  Korean  regime  in  the 
development  of  weapons  programs.  As  early  as  1998,  the  United 
States  publicly  confirmed  reports  of  China’s  assistance  to  North 
Korea  in  developing  missile  capabilities  and  in  supporting  the 
transfer  of  missile  components. 158  As  recently  as  2004,  the  Director 
of  Central  Intelligence  reported  that  North  Korea  acquired  missile- 
related  assistance  from  China.159 
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China  has  contributed  at  least  indirectly  to  North  Korea’s  nu¬ 
clear  weapons  program.  China  was  the  “principal  supplier”  to  Paki¬ 
stan’s  nuclear  weapons  program,  and  several  links  have  been  iden¬ 
tified  between  North  Korea  and  Pakistan  and  its  nuclear  labora¬ 
tories  headed  by  A.Q.  Khan.160  The  Washington  Post  reported  in 
February  2004  that  A.Q.  Khan  sold  a  nuclear  bomb  design  to  Libya 
that  he  obtained  from  China,  and  this  raises  concerns  that  Khan 
may  have  sold  other  Chinese-designed  nuclear  weapons  technology 
to  North  Korea.161  In  2003,  the  Central  Intelligence  Agency  esti¬ 
mated  “that  North  Korea  has  produced  one  or  two  simple  fission- 
type  nuclear  weapons  and  has  validated  the  designs  without  con¬ 
ducting  yield-producing  nuclear  tests.”162  In  October  2006,  The 
Washington  Post  cited  U.S.  intelligence  officials  who  estimated  that 
North  Korea  might  have  as  many  as  six  nuclear  devices,  or  more.163 

Since  1994,  China  has  facilitated  negotiations  involving  North 
Korea,  the  United  States,  and  other  nations  concerning  North  Ko¬ 
rea’s  nuclear  program.164  Princeton  University  Professor  Aaron 
Friedberg  testified  that  in  2002  China  engaged  more  actively  in 
this  process  due  to  the  concern  that  the  United  States  might  use 
force  against  North  Korea.165  Between  August  2003  and  September 
2005,  China  hosted  four  rounds  of  the  Six-Party  Talks  that  have 
included  China,  North  Korea,  South  Korea,  Japan,  Russia,  and  the 
United  States.  During  the  last  round,  the  parties  agreed  to  a  Joint 
Statement  of  Principles  in  which  “[t]he  [Democratic  People’s  Re¬ 
public  of  Korea — or  North  Korea]  committed  to  abandoning  all  nu¬ 
clear  weapons  and  existing  nuclear  programs  and  returning,  at  an 
early  date,  to  the  Treaty  on  the  Non-Proliferation  of  Nuclear  Weap¬ 
ons  and  International  Atomic  Energy  Agency  (IAEA)  safe¬ 
guards.”166  Although  the  statement  did  not  discuss  a  concrete 
timeline  for  dismantling  North  Korea’s  nuclear  program  and  any 
weapons  it  had  produced,  it  was  widely  recognized  as  a  positive 
step  forward  in  the  negotiations,  and  China  was  credited  with 
brokering  the  agreement.167 

Unfortunately,  since  that  last  round  in  September  2005,  no 
progress  has  occurred  with  the  Six-Party  process.  The  Joint  State¬ 
ment  had  announced  another  round  of  talks  to  occur  in  November 
2005,  but  North  Korea  boycotted  the  meeting.  The  reason  North 
Korea  gave  was  that  it  was  protesting  the  United  States  freezing 
North  Korean  accounts  worth  $24  million  at  the  Banco  Delta  Asia 
in  Macau.168  The  United  States  froze  those  accounts  after  obtaining 
evidence  the  bank  was  involved  in  laundering  money  from  North 
Korean  illicit  trading  activities  and  placing  into  circulation  counter¬ 
feit  U.S.  currency  made  by  North  Korea.169  North  Korea  refused  to 
resume  talks  until  the  United  States  terminated  its  action  against 
Banco  Delta  Asia  and  the  stalemate  has  continued  to  the  present. 

In  July  2006,  North  Korea  test-fired  seven  missiles,  including  the 
long-range  Taepodong-2  missile  with  a  range  estimated  to  reach 
the  continental  United  States.  After  these  tests,  China  and  Russia 
urged  the  United  States  and  Japan  to  respond  cautiously  and,  in 
particular,  not  to  rush  to  seek  sanctions.  North  Korea  threatened 
“all-out  countermeasures”  if  the  U.N.  Security  Council  imposed 
sanctions.170  On  July  15,  2006,  the  Security  Council  passed  Resolu¬ 
tion  1695  condemning  the  missile  launches;  demanding  that  North 
Korea  suspend  all  activities  related  to  its  ballistic  missile  program; 
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and  urging  North  Korea  to  return  to  the  Six-Party  Talks  without 
preconditions.171  The  resolution  imposed  what  are  considered  tar¬ 
geted,  punitive  sanctions  against  North  Korea,  requiring  U.N. 
member  states,  consistent  with  their  own  laws,  “to  exercise  vigi¬ 
lance  and  prevent  missile  and  missile-related  items,  materials, 
goods  and  technology  being  transferred  to  DPRK’s  missile  or  WMD 
programmes,”  and  to  prevent  “the  procurement  of  missiles  or  mis¬ 
sile-related  items,  materials,  goods  and  technology  from  the  DPRK, 
and  the  transfer  of  any  financial  resources  in  relation  to  DPRK’s 
missile  or  WMD  programmes.” 172  China  voted  for  the  resolution, 
but  only  after  language  imposing  the  sanctions  under  the  authority 
of  the  U.N.  Charter 173 — which  can  be  used  to  require  U.N.  member 
nations  to  institute  sanctions  and  take  other  steps  without  regard 
to  their  national  laws — was  deleted  from  the  text.174 

In  early  October  2006,  Pyongyang  announced  that  it  had  con¬ 
ducted  a  nuclear  test,  which  was  later  confirmed  by  the  United 
States.  China  has  strongly  criticized  North  Korea  for  conducting 
the  test,  and  announced  that  it  will  support  “carefully  targeted” 
sanctions  in  the  United  Nations.  However,  as  the  Security  Council 
crafted  a  resolution,  China  objected  to  sanction  measures  proposed 
by  the  United  States  and  Japan.175  After  a  series  of  negotiations, 
Beijing  agreed  to  Resolution  1718,  which  then  was  adopted  by  the 
Security  Council.  Among  other  things,  the  resolution,  under  Chap¬ 
ter  VII  authority  (removing  discretion  for  member  nations  under 
their  own  laws),  requires  U.N.  member  nations  to  do  the  following: 

“prevent  the  direct  or  indirect  supply,  sale  or  transfer  to  the 
DPRK,  through  their  territories  or  by  their  nationals,  or 
using  their  flag  vessels  or  aircraft,  and  whether  or  not  orig¬ 
inating  in  their  territories,  of: 

(i)  Any  battle  tanks,  armoured  combat  vehicles,  large  cal¬ 
iber  artillery  systems,  combat  aircraft,  attack  heli¬ 
copters,  warships,  missiles  or  missile  systems  as  defined 
for  the  purpose  of  the  United  Nations  Register  on  Con¬ 
ventional  Arms,  or  related  material  including  spare 
parts,  or  items  as  determined  by  the  Security  Council  or 
the  Committee  established  by  paragraph  12  below  (the 
Committee); 

(ii)  All  items,  materials,  equipment,  goods  and  technology 
as  set  out  in  the  lists  in  documents  S  / 2006 / 814  and 
SI 2006 1 815  ...  as  well  as  other  items,  materials, 
equipment,  goods  and  technology,  determined  by  the 
Security  Council  or  the  Committee,  which  could  con¬ 
tribute  to  DPRK’s  nuclear -related,  ballistic  missile-re¬ 
lated  or  other  weapons  of  mass  destruction-related  pro¬ 
grammes; 

(Hi)  Luxury  goods.” 

In  addition,  all  Member  States  shall  “freeze  immediately 
the  funds,  other  financial  assets  and  economic  resources 
which  are  on  their  territories  at  the  date  of  the  adoption  of 
this  resolution  or  at  any  time  thereafter,  that  are  owned  or 
controlled,  directly  or  indirectly,  by  the  persons  or  entities 
designated  by  the  Committee  or  by  the  Security  Council  as 
being  engaged  in  or  providing  support  for,  including 
through  other  illicit  means,  DPRK’s  nuclear -related,  other 
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weapons  of  mass  destruction-related  and  ballistic  missile- 
related  programs — and  ensure  that  any  funds,  financial  as¬ 
sets  or  economic  resources  are  prevented  from  being  made 
available  by  their  nationals  or  by  any  persons  or  entities 
within  their  territories  and  to  prevent  “illicit  traf¬ 

ficking  in  nuclear,  chemical,  or  biological  weapons,  their 
means  of  delivery  and  related  materials”  by  taking  “cooper¬ 
ative  action  including  through  inspection  of  cargo  to  and 
from  the  DPRK as  necessary.” 176 

Despite  China’s  vote  for  the  resolution  (that  had  been  somewhat 
diluted  at  its  insistence),  the  United  States  has  concerns  about  Chi¬ 
na’s  willingness  to  fully  support  it  and  implement  all  its  provisions, 
particularly  the  provision  for  inspection  of  cargo  moving  to  and 
from  North  Korea.  China  has  indicated  it  will  not  be  involved  in 
interdicting  North  Korean  ships  on  the  open  sea,  but  did  agree  to 
inspect  cargo  passing  through  its  territory. 177  The  U.S.  Department 
of  State  has  acknowledged  that  China  has  begun  inspecting  trucks 
traveling  across  China’s  border  to  North  Korea.178 

In  his  testimony  to  the  Commission,  Deputy  Assistant  Secretary 
of  State  for  East  Asian  and  Pacific  Affairs  Thomas  Christensen 
stated  that  China’s  cooperation  with  the  United  States,  including 
China’s  hosting  of  the  Six-Party  Talks,  its  brokering  of  the  Sep¬ 
tember  2005  Joint  Statements,  and  its  vote  in  support  of  Resolu¬ 
tion  1695,  are  positive  examples  of  China  becoming  a  responsible 
stakeholder.179  These  actions  produced  a  “qualitative  and  quan¬ 
titative  improvement”  in  U.S. -China  dialogue  and  collaboration  re¬ 
lated  to  North  Korea.180  Yet,  Christensen  and  others  agree  that 
China  can  and  should  do  much  more,181  especially  as  the  nuclear 
crisis  continues  to  unfold.  For  example,  China  could  suspend  its 
economic  aid  to  North  Korea,  restrict  trade,  limit  cross-border 
interactions,  and  stop  illicit  activities  by  North  Korea  that  are  con¬ 
ducted  through  or  from  China — not  to  mention  it  could  threaten  to 
cease  relations  with  North  Korea.182 

Of  key  importance  to  resolving  the  North  Korean  nuclear  crisis 
is  an  understanding  of  the  different  objectives  and  strategies  of 
each  party  involved.  This  analysis  will  only  address  the  United 
States  and  China.  In  the  view  of  Commission  witness  Dr. 
Friedberg,  within  the  Six-Party  Talks,  the  United  States  has  fo¬ 
cused  on  the  process  of  the  talks  and  on  China’s  participation  in 
the  process.183  Sitting  down  at  the  negotiating  table  was  perceived 
as  an  accomplishment.  On  the  other  hand,  China  deflected  U.S.  at¬ 
tention  from  the  question  of  whether  the  process  produced  re¬ 
sults.184 

China’s  approach  to  the  Six-Party  Talks  reflects  concerns  about 
the  effects  of  economic  and  political  instability  on  its  border  if  the 
North  Korean  regime  falls.  Dr.  Friedberg  testified  that  since  the 
United  States  confronted  North  Korea  in  October  2002  about  its 
nuclearization  activities,  China  has  refused  to  exert  economic  pres¬ 
sure  on  North  Korea;  instead,  it  has  actually  increased  its  assist¬ 
ance  and  trade.185  Beijing  has  encouraged  North  Korea  to  adopt 
economic  reforms  modeled  on  China’s  policy  of  liberalization,  in  an 
attempt  to  integrate  North  Korea  into  the  regional  economy  and  to 
promote  growth.186  Thus,  as  noted  by  Dr.  David  Asher,  Adjunct 
Scholar  at  the  Institute  for  Defense  Analyses  and  former  senior  ad- 
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visor  to  the  U.S.  State  Department  for  East  Asian  affairs,  . . 
China  apparently  believes  that  it  can  live  with  a  nuclear-armed 
North  Korea  as  long  as  the  DPRK  maintains  its  stability  and  is  in¬ 
tegrated  gradually  both  economically  and  politically  into  the  inter¬ 
national  community.” 187  Its  priority  is  to  ensure  that  North  Korea 
remains  intact  and  is  governed  by  a  friendly  regime.188 

China  has  improved  its  relationship  with  South  Korea  as  a  coun¬ 
terbalance  to  U.S.  influence  of  South  Korea’s  diplomacy  and  ap¬ 
proach  to  the  nuclear  crisis.189  As  both  China  and  South  Korea 
place  high  value  on  stability  on  the  Korean  peninsula,  they  appear 
determined  to  cooperate  on  a  similar  approach  of  “inducements”  for 
North  Korea,  instead  of  “punishments.” 190 

Experts  agree  that  China’s  primary  contribution  to  the  Six-Party 
Talks  has  been  bringing  North  Korea  to  the  multilateral  negoti¬ 
ating  table,  rather  than  producing  any  concrete  movement  by 
North  Korea  toward  halting  its  nuclear  development.191  China  re¬ 
mains  reluctant  to  exert  any  pressure  on  North  Korea  that  would 
challenge  the  stability  of  the  regime.  Ultimately,  this  establishes  a 
contradictory  set  of  objectives  to  those  of  the  Six-Party  Talks  and 
supports  maintenance  of  the  status  quo. 

It  has  been  more  than  a  year  since  the  last  session  of  the  Six- 
Party  Talks.  Dr.  Friedberg  warned,  “If  the  present  standoff  con¬ 
tinues,  and  Pyongyang  begins  to  accumulate  a  substantial  stockpile 
of  fissile  material,  the  danger  that  it  will  be  tempted  to  sell  or 
transfer  some  of  it  to  terrorists  or  other  rogue  states  is  likely  to 
grow.” 192  Greatly  complicating  this  picture,  and  threatening  the 
continuation  of  efforts  to  rejuvenate  the  Six-Party  Talks,  is  the  low- 
yield  nuclear  test  North  Korea  conducted  in  early  October.  As  the 
figurative  shock  waves  are  fully  felt  in  the  power  centers  of  Asia, 
one  possible  result  is  that  other  nations  will  conclude  they  now 
must  obtain  nuclear  capability.193 

In  light  of  these  developments,  Dr.  Asher  urged  the  U.S.  govern¬ 
ment  to  rethink  its  strategy  for  addressing  North  Korea’s 
nuclearization 194  and  the  roles  it,  the  other  nations  that  have  par¬ 
ticipated  in  the  Six-Party  Talks,  and  the  United  Nations  can  play 
to  mitigate  the  damage  that  has  been  caused  already. 

China’s  Proliferation  to  Iran  and  Its  Role  in  Iran’s  Nuclear 
Weapons  Development 

China  and  Iran  have  had  a  long  relationship.  More  recently,  dur¬ 
ing  the  1990s,  in  order  to  meet  its  domestic  reconstruction  needs 
after  the  Iran-Iraq  war  and  to  offset  a  deficiency  in  domestic  in¬ 
vestment,  Iran  increased  oil  production  to  generate  export  revenues 
and  increase  its  holdings  of  foreign  reserves.  At  the  same  time, 
China’s  requirement  for  imported  petroleum  was  growing  substan¬ 
tially  (it  became  a  net  oil  importer  in  1993),  and  China  began  to 
explore  relationships  in  the  Middle  East  to  enhance  its  energy  se¬ 
curity.195  Dr.  Calabrese,  of  the  Middle  East  Institute  claims  that 
the  U.S.  arms  embargo  and  economic  sanctions  on  Iran  following 
the  U.S.  Embassy  hostage  crisis  of  the  late  1970’s  opened  the  door 
for  greater  Chinese  involvement  in  Iran,  because  they  forced  Iran 
to  seek  alternative  economic  partners.196 

A  significant  aspect  of  China’s  current  relationship  with  Iran  is 
its  continued  support  for  developing  Iran’s  weapons  programs  and 
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capabilities.  Ilan  Berman,  Vice  President  for  Policy  at  the  Amer¬ 
ican  Foreign  Policy  Council,  testified  before  the  Commission  that 
the  trends  in  Sino-Iranian  relations  are  toward  a  growing  prolifera¬ 
tion  partnership  and  increasing  security  cooperation.197 

Chinese  companies  and  government  organizations  continue  to  as¬ 
sist  Iran  in  creating  self-sufficient  ballistic  missile  capabilities.  In 
August  2006,  the  U.S.  Department  of  the  Treasury  sanctioned  the 
Great  Wall  Airlines  Company  Limited,  a  cargo  airline  jointly 
owned  by  Chinese  and  Singaporean  firms,  for  transporting  missile- 
related  and  dual-use  components  to  Iran’s  military.198  Assistant 
Secretary  Rodman  also  mentioned  that  “a  Chinese  firm  continued 
to  supply  probably  MTCR-controlled  items  and  dual-use  items  to 
an  Iranian  missile  production  organization  in  late  2005  and  2006 
and  has  prepared  other  raw  materials  for  shipment  to  Iran,”  and 
that  a  Chinese  “serial  proliferator”  located  in  Beijing  has  supplied 
materials  to  Iran’s  missile  industry  since  at  least  20  04. 199  China 
also  has  delivered  missile  guidance  systems  and  solid-fuel  missile 
technology  to  Iran.200 

Additionally,  China  has  allowed  the  transfer  of  weapons  and 
technology  across  its  territory  from  North  Korea  to  Iran  (and  other 
locations).  A  Congressional  Research  Service  report  on  China’s  pro¬ 
liferation  record  states  that,  “[f]rom  April  to  July  2003,  China  re¬ 
portedly  gave  overflight  rights  to  Iranian  11-76  cargo  planes  that 
flew  to  North  Korea  at  least  six  times  to  pick  up  wooden  crates 
suspected  of  containing  cruise  missiles.”201  After  U.S.  protest  in 
June  2005,  China  denied  over-flight  rights  for  an  Iranian  plane  de¬ 
parting  from  North  Korea.202 

Furthermore,  China  has  supported  Iran’s  development  of  chem¬ 
ical  weapons.  On  December  23,  2005,  the  Administration  imposed 
sanctions  on  the  North  China  Industries  Corporation  (NORINCO) 
and  five  other  Chinese  companies  for  missile  and  chemical  weapons 
proliferation.203  Despite  the  sanctions,  Mr.  Berman  testified  that 
Chinese  firms  remain  actively  engaged  in  transferring  dual-use 
items  that  could  be  used  to  develop  a  chemical  weapons  stockpile.204 

A  primary  concern  for  U.S.  security  is  that  these  transferred 
items  and  technology  will  in  turn  be  transferred  outside  Iran  to  its 
proxy  groups  or  to  other  rogue  nations.  Even  if  it  desired  to  assert 
such  control,  it  would  be  very  difficult  for  China  to  control  such 
third  party  transfers.  The  consequences  of  such  transfers  could  se¬ 
riously  damage  Chinese  and  American  interests  in  the  Middle  East 
by  threatening  regional  security.  For  example,  Assistant  Secretary 
Rodman  confirmed  that  during  July  2006,  Hezbollah  used  Chinese- 
designed  C-802  “SILKWORM”  anti-ship  cruise  missiles,205  which 
Mr.  Berman  testified  the  Israeli  government  had  no  knowledge 
Hezbollah  possessed,206  to  attack  an  Israeli  naval  vessel.  In  this 
way,  China’s  transfer  of  these  missiles  to  Iran  played  a  role  in  the 
conflict  between  Israel  and  Hezbollah. 

Although  China’s  missile  sale  was  a  conventional  weapons  trans¬ 
fer,  the  willingness  of  Iran  to  retransfer  these  items  to  a  terrorist 
organization  heightens  U.S.  concerns  over  China’s  willingness  to 
provide  arms  to  Iran.  Not  only  could  terrorist  organizations  use 
Chinese  arms  obtained  from  Iran  to  disrupt  the  region,  but  Iran 
itself  could  use  Chinese  arms  against  U.S.  troops  or  our  allies  in 
the  region. 
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Additionally,  Dr.  Ehsan  Ahrari  of  Strategic  Paradigms 
Consultancy  testified  that  China’s  transfer  of  military  items  and 
technologies  to  Iran  may  affect  U.S.  relations  with  Taiwan.  He  ar¬ 
gued  that  Beijing  uses  its  transfers  as  leverage  in  negotiating  with 
the  United  States  concerning  U.S.  military  transfers  to  and  other 
support  for  Taiwan.207 

While  China  suspended  the  sale  of  nuclear  reactors  to  Iran  and 
in  1997  secretly  promised  not  to  aid  Iran’s  nuclear  program,  Direc¬ 
tor  of  Central  Intelligence  George  Tenet  said  in  2003  testimony  to 
Congress  that  Chinese  firms  might  be  involved  with  Iran’s  nuclear 
program;  this  statement  was  reaffirmed  in  2004  by  the  Director  of 
the  Defense  Intelligence  Agency.208  Although  China’s  missile  pro¬ 
liferation  to  Iran  has  flourished,  Assistant  Secretary  DeSutter 
noted  in  2006  that  China’s  nuclear  activities  with  Iran  have  waned 
in  response  to  the  international  attention  paid  to  Iran’s  nuclear 
program.209  Despite  the  lack  of  evidence  of  direct  transfers,  some 
experts  believe  that  China  continues  to  support  Iran’s  technological 
advancements  and  training  of  nuclear  physicists.210 

In  2004,  the  International  Atomic  Energy  Agency  (IAEA)  re¬ 
ported  that  Iran  failed  to  disclose  its  nuclear  programs  and  also 
failed  to  meet  its  obligations  under  its  safeguards  agreement.211 
China  wanted  to  resolve  this  issue  within  the  IAEA  and  resisted 
referring  the  Iran  case  to  the  U.N.  Security  Council.  It  maintained 
this  position  even  after  it  voted  in  February  2006  to  support  a  reso¬ 
lution  reporting  Iran  to  the  Security  Council.  In  May,  after  China 
and  Russia  blocked  a  Security  Council  resolution  under  Chapter 
VII  of  the  U.N.  Charter,  which  could  have  authorized  U.N.  eco¬ 
nomic  sanctions  against  Iran,  the  United  States  agreed  to  support 
a  new  diplomatic  effort.212  This  resulted  in  a  presentation  to  Iran 
in  June  by  the  United  States,  the  other  permanent  members  of  the 
Security  Council,  and  Germany  of  a  package  of  incentives  to  end 
its  uranium  enrichment  program  and  allow  IAEA  inspections.213 
Iran  announced  that  it  would  review  the  offer  and  respond  in  late 
August. 

On  August  1,  with  China  voting  in  favor,  the  U.N.  Security 
Council  passed  Resolution  1696, 214  demanding  that  Iran  suspend 
enrichment  activities  and  implement  IAEA  transparency  measures; 
endorsing  proposals  by  China  and  others  for  a  “long-term  com¬ 
prehensive  arrangement”  intended  to  restore  confidence  in  Iran’s 
peaceful  nuclear  program;  and  expressing  the  intent  of  the  Security 
Council  to  take  additional  measures  if  Iran  does  not  comply  with 
the  resolution.215  Although,  on  first  impression,  China’s  vote  in 
favor  of  this  resolution  may  seem  inconsistent  with  its  past  posi¬ 
tions  concerning  nuclear  activity  by  both  Iran  and  North  Korea,  in 
fact  it  is  very  much  in  character:  typically  China  will  endorse,  or 
at  least  will  not  impede  approval  of,  multilateral  statements  con¬ 
demning  internal  actions  of  another  country,  but  will  not  support 
the  imposition  of  sanctions  on  the  country.  China  has  worked  con¬ 
sistently  to  prevent  multilateral  sanctions  against  Iran  because  of 
its  belief  that  sanctions  violate  state  sovereignty.216 

Prior  to  the  August  31  deadline  set  by  the  Security  Council,  Iran 
denounced  the  demands  to  abandon  its  nuclear  work.  China  re¬ 
sponded  by  reiterating  both  its  desire  for  Iran  to  halt  its  program 
and  its  opposition  to  sanctions,  saying,  “China  has  always  believed 
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that  seeking  a  peaceful  resolution  to  the  Iranian  nuclear  issue 
through  diplomatic  talks  is  the  best  choice  and  in  the  interests  of 
all  parties  concerned.”217  Regardless  of  China’s  support  for  Secu¬ 
rity  Council  Resolution  1696,  Assistant  Secretary  Rodman  con¬ 
cluded  that  China  and  Russia  both  have  failed  to  “back  up  this  vote 
with  action.”218 

Mr.  Berman  testified  that  China’s  obstructionism  and  moral  sup¬ 
port  for  the  Iranian  nuclear  program  have  created  “international 
deadlock”  and  allowed  Iran  to  continue  development  of  its  nuclear 
capability.219  Also  China’s  willingness  to  provide  materials  and 
technical  assistance  without  political  constraints  and  pre¬ 
conditions 220  strengthens  relations  between  the  two  countries  and 
lends  support  to  the  argument  that  another  significant  motivation 
for  Iran’s  relationship  with  China  is  to  diminish  U.S.  primacy  in 
the  Middle  East  and  elsewhere. 

On  the  other  hand,  China’s  relations  with  Iran  primarily  are 
driven  by  its  need  for  oil,221  and  concern  that  Iran  could  deny 
China  access  to  oil  there.  (See  this  Report’s  section  on  China’s  en¬ 
ergy  activities  [Chapter  2,  Section  3]  for  more  information  on  Sino- 
Iranian  energy  cooperation.)  China  does  not  perceive  the  possible 
development  of  Iranian  hegemony  in  the  Middle  East  as  a  signifi¬ 
cant  threat  as  long  as  its  ability  to  obtain  petroleum  from  Iran  re¬ 
mains  stable.222  Moreover,  Mr.  Berman  testified  that  Iran’s 
nuclearization  likely  will  instigate  a  new  arms  race  in  the  region. 
China  stands  to  benefit  materially  from  purveying  arms  to  the  na¬ 
tions  caught  in  such  a  race,  especially  if  Saudi  Arabia  modernizes 
its  ballistic  missile  arsenal;  this  may  further  impede  efforts  to  en¬ 
list  effective  Chinese  participation  in  multilateral  efforts  to  slow  or 
stop  Iran’s  nuclear  development.223 

As  a  result  of  the  link  between  China’s  economic  diplomacy  to¬ 
ward  Iran  and  its  political  opposition  to  international  efforts  to 
limit  Iran’s  nuclear  weapons  development,  the  United  States  can¬ 
not  rely  on  China  to  play  a  constructive  role  in  the  resolution  of 
this  crisis,  especially  if  that  resolution  involves  imposing  sanctions 
on  Iran.224 

Mr.  Berman  concluded  that  China’s  support  of  Iran  is  logical.225 
He  believes  that  China’s  objectives  in  supporting  Iran  parallel  U.S. 
objectives  in  supporting  Saudi  Arabia,226  in  that  the  vital  role  Iran 
plays  in  helping  to  meet  China’s  energy  needs  takes  precedence 
over  China’s  concerns  and  considerations  in  other  areas. 

Assistant  Secretary  DeSutter  concluded  that  sanctions  applied  to 
Iran  with  the  support  of  China  and  Russia  are  likely  to  produce  the 
most  desirable  outcome  to  the  Iran  nuclear  crisis.227  Moreover,  Mr. 
Berman  maintained  that  if  the  United  States  wants  China  to  co¬ 
operate  in  approving  and  implementing  multilateral  sanctions,  U.S. 
policy  should  “be  aimed  at  providing  the  Chinese  government  with 
the  proper  information  about  the  scope  and  maturity  of  the  Iranian 
threat.”228  The  United  States  should  be  demonstrating  how  Chi¬ 
nese  interests  will  be  severely  damaged  if  China  is  not  involved  ac¬ 
tively  in  sculpting  a  peaceful  resolution  to  this  crisis,229  and  spell¬ 
ing  out  to  Chinese  officials  how  other  options  for  pressuring  Iran 
to  stop  its  nuclearization  would  be  more  invasive  and  destructive 
to  Iran’s  economy,230  and  potentially  to  China’s  investments  in 
Iran. 
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Becoming  a  Responsible  Stakeholder  in  Nonproliferation 

China  has  a  history  of  proliferation,  but  since  1991  has  made  nu¬ 
merous  nonproliferation  commitments  both  in  the  form  of  multilat¬ 
eral  agreements  and  in  the  form  of  domestic  policies  and  laws.231 
Yet,  despite  China’s  enactment  of  export  control  laws  and  other  do¬ 
mestic  nonproliferation  laws  and  requirements,  and  its  accession  to 
several  multilateral  nonproliferation  treaties  and  regimes,  China’s 
proliferation  activities  continue  to  raise  concerns,  especially  when 
they  violate  China’s  international  agreements.  China’s  laxity  in 
this  respect  does  not  adequately  support  international  peace  and 
stability,  diplomatic  resolutions  to  proliferation  challenges,  or  the 
improvement  of  U.S. -China  relations. 

The  Commission  believes  that  responsible  stakeholders  effec¬ 
tively  participate  in  international  efforts  to  prevent  proliferation; 
ensure  they  are  not  themselves  proliferation  sources  or  being  used 
as  proliferation  conduits;  and  honor  the  commitments  they  have 
made  to  multilateral  nonproliferation  treaties  and  regimes,  agen¬ 
cies,  and  efforts. 

The  Commission  believes  that  for  a  nation  to  combat  prolifera¬ 
tion  activities  effectively,  it  must  establish  strong  export  control 
and  transit  control  laws  and  regulations; 232  ensure  that  manufac¬ 
turers  and  merchants  know  and  understand  those  laws  and  regula¬ 
tions;  and  impartially  and  consistently  enforce  those  laws  and  reg¬ 
ulations.  China’s  record  in  this  respect  reveals  many  gaps  and 
lapses,  and  these  need  to  be  called  more  forcefully  to  China’s  atten¬ 
tion.  Some  of  these  are  attributable  to  weak  or  ambiguous  laws  or 
regulations;  some  are  attributable  to  weak  support  by  the  central 
government,  sending  the  signal  that  violations  may  not  be  seen  as 
serious  infractions;  some  are  attributable  to  insufficient  penalties 
for  violations,  which  proliferators  simply  accept  as  “a  cost  of  doing 
business;”  and  some  are  attributable  to  inadequate  commitment  to 
enforce  laws  and  regulations,  including  insufficient  dedication  of  re¬ 
sources  to  border  control  and  other  enforcement  efforts. 

Assistant  Secretary  of  State  DeSutter  stated  that  the  role  of  the 
United  States  and  its  friends  and  allies  is  to  monitor  “the  will  of 
the  Chinese  government  to  take  the  concrete  steps  necessary  to  im¬ 
plement  [its]  regulations  clearly  and  fully,  with  vigor  and  trans¬ 
parency.”233  Deputy  Assistant  Secretary  of  State  Christensen 
noted  in  his  testimony  that  the  United  States  needs  to  refer  to  Chi¬ 
na’s  own  legal  requirements  to  identify  enforcement  lapses.234  Ad¬ 
ditionally,  Assistant  Secretary  of  Defense  Rodman  asserted  that 
China’s  domestic  nonproliferation  efforts  should  focus  on  tightening 
export  control  regulations  to  eliminate  ambiguities,  addressing  defi¬ 
ciencies  in  criteria  for  licensing,  improving  mechanisms  for  identi¬ 
fying  potential  export  control  violators,  and  developing  procedures 
for  enforcing  border  controls.235  In  this  regard,  China  needs  com¬ 
petent  technical  assistance  in  establishing  and  operating  an  export 
control  system  that  meets  international  standards. 

In  addition  to  adhering  to  internationally-accepted  rules  and 
standards,  responsible  leading  nations  also  must  act  to  enforce 
those  rules  and  norms  when  other  states  fail  to  comply.236  If  it  is 
to  secure  recognition  as  a  responsible  stakeholder,  China  not  only 
must  demonstrate  its  adherence  to  its  international  nonprolifera¬ 
tion  agreements  and  its  own  laws  and  regulations,  it  also  must 
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align  its  interests  with  those  of  the  international  community  and 
work  constructively  as  a  member  of  that  community  to  obtain  com¬ 
pliance  with  the  community’s  standards  and  objectives  rather  than 
pursuing  only  China’s  unilateral  advantage.237  China’s  actions  to 
date  with  regard  to  the  North  Korean  and  Iranian  nuclear  crises 
suggest  that  it  has  not  reoriented  its  policies  or  objectives  in  this 
way. 

China  has  taken  some  favorable  steps.  In  2004  China  joined  the 
Nuclear  Suppliers  Group  (NSG),238  a  multilateral  nonproliferation/ 
export  control  regime.  China  also  has  supported  U.N.  Security 
Council  Resolutions  1540,  1695,  and  1696, 239  all  of  which  affirm 
the  necessity  of  international  cooperation  to  curb  proliferation. 
However,  China  has  continued  to  resist  imposing  sanctions  on  ei¬ 
ther  Iran  or  North  Korea  for  their  nuclear  proliferation  activities 
(although  after  North  Korea’s  October  2006  nuclear  test  China  sup¬ 
ported  “carefully  targeted”  sanctions  on  North  Korea).  But  to  date, 
China  has  not  effectively  leveraged  its  position  of  power  and  influ¬ 
ence  with  either  nation  to  obtain  a  suitable  resolution  to  those  two 
crises.  Further,  China  so  far  has  been  unwilling  to  join  or  partici¬ 
pate  in  the  multilateral  Proliferation  Security  Initiative 240  in¬ 
tended  to  strengthen  efforts  to  prohibit  and  prevent  the  inter¬ 
national  transfer  of  banned  weapons  and  technology. 

SECTION  3:  CHINA’S  ENERGY  NEEDS  AND  STRATEGIES 


The  Commission  shall  investigate  and  report  on  “ENERGY — The 
effect  of  the  large  and  growing  economy  of  the  People’s  Repub¬ 
lic  of  China  on  world  energy  supplies  and  the  role  the  United 
States  can  play  (including  through  joint  research  and  develop¬ 
ment  efforts  and  technological  assistance)  in  influencing  the 
energy  policy  of  the  People’s  Republic  of  China.” 


Key  Findings 

•  China’s  strategy  of  securing  ownership  and  control  of  oil  and  nat¬ 
ural  gas  assets  abroad  could  substantially  affect  U.S.  energy  se¬ 
curity — reducing  the  ability  of  the  global  petroleum  market  to 
ameliorate  temporary  and  limited  petroleum  supply  disruptions 
in  the  United  States  and  elsewhere. 

•  In  2005,  China  became  the  second  largest  international  oil  con¬ 
sumer  after  the  United  States,  with  a  daily  demand  of  5.5  mil¬ 
lion  barrels  per  day.241  In  2006,  China  will  account  for  38  per¬ 
cent  of  the  total  growth  in  world  oil  demand.242  The  continuation 
of  China’s  dramatic  year-over-year  increases  of  nearly  half  a  mil¬ 
lion  barrels  per  day  (an  increase  of  approximately  16  percent  in 
2005  and  14  percent  in  20  06) 243  in  petroleum  consumption  will 
place  growing  stress  on  the  world’s  energy  resources  and  dis¬ 
tribution  systems,  which  will  affect  the  supply  available  to  the 
United  States  and  the  cost  of  that  supply. 

•  China’s  energy  policies,  taken  as  a  whole,  are  not  consistent  with 
the  economic  or  geopolitical  behavior  of  a  responsible  stake¬ 
holder;  they  distort  markets  and  destabilize  volatile  regions.  As 
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China’s  energy  needs  and  consumption  grow,  its  failure  to  ob¬ 
serve  these  international  norms  becomes  increasingly  problem¬ 
atic. 

•  The  air  pollution  resulting  from  China’s  energy  use  policies  and 
practices  not  only  is  exacting  a  toll  on  the  health  of  China’s  pop¬ 
ulation  and  ecology  but  also  is  detrimentally  affecting  the  air 
quality  of  the  western  United  States. 

•  In  recent  years,  China  has  made  progress  in  instituting,  codi¬ 
fying,  and  enforcing  environmental  standards  and  controls  relat¬ 
ing  to  fuel  consumption  and  has  pursued  cleaner  coal-burning 
technologies,  but  still  faces  a  daunting  air  and  water  pollution 
crisis.  If  China  does  not  address  these  problems  aggressively,  it 
will  exacerbate  what  is  already  an  environmental  catastrophe. 

•  Some  U.S.  cooperative  efforts  with  China  on  energy  efficiency 
and  environmental  friendliness  have  realized  success,  offering 
limited  encouragement  that  the  rate  of  growth  of  China’s  energy 
consumption  can  be  slowed  and  the  environmental  consequences 
of  its  energy  use  mitigated.  Such  results  are  profoundly  in  the 
interest  of  the  United  States  as  well  as  China. 

China’s  Energy  Security  Policy 

China’s  energy  security  policy  has  three  main  objectives:  to  se¬ 
cure  an  adequate  energy  supply  to  meet  industrial,  residential,  and 
transportation  needs;  to  keep  prices  low  for  domestic  consumption; 
and  to  ensure  secure  delivery.244  The  government’s  determination 
to  continue  strong  economic  growth,  intensified  by  its  fear  of  do¬ 
mestic  instability  if  growth  slows,  is  of  key  importance  in  the  for¬ 
mulation  of  Beijing’s  energy  policies. 

Because  of  this  sector’s  importance,  the  government  has  been  re¬ 
luctant  to  relinquish  control  of  the  energy  sector  to  private  or 
quasi-private  organizations.  Similarly,  the  government  has  been 
unwilling  to  trust  the  world’s  free  market  dependably  to  meet  Chi¬ 
na’s  petroleum  needs;  it  views  state  ownership  of  energy  assets,  i.e. 
production  of  its  own  reserves  and  purchasing  oil  at  the  wellhead, 
as  more  secure  than  reliance  on  the  world  market  for  trade  oil.245 
This  concept  is  fundamentally  at  variance  with  the  concept  of  en¬ 
ergy  security  to  which  the  United  States  adheres:  participation  in 
and  dependence  on  the  international  market  and  diversification  of 
resources.  This  constitutes  a  significant  difference  in  approach  be¬ 
tween  the  United  States  and  China.  That  difference  was  raised  in 
mid-2005  when  the  Chinese  National  Offshore  Oil  Corporation 
(CNOOC)  sought  to  purchase  the  American  oil  company  Unocal  in 
order  to  acquire  and  control  its  reserves  located  in  various  portions 
of  the  globe. 

China  has  enunciated  and  demonstrated  a  commitment  to  diver¬ 
sify  geographically  its  sources  of  petroleum.  Deng  Zhenghong,  En¬ 
terprise  Manager  for  Chinese  national  oil  company  Sinopec,  em¬ 
phasized  the  need  for  petroleum  imports  and  the  strategy  of  Chi¬ 
nese  overseas  oil  activities  when  he  stated  that  China’s  overseas  oil 
investments  follow  a  “sixteen  character  guideline”:  “Consolidate  the 
Middle  East,  develop  the  surrounding  regions  [border  states  includ¬ 
ing  those  in  Central  and  Southeast  Asia  and  Russia],  expand  in  Af¬ 
rica,  and  explore  the  Americas.” 246  This  principle  emphasizes  di- 
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rectly  connecting  with  resources  abroad,  without  relying  upon  mul¬ 
tinational  companies.247 

China’s  preference  for  equity  oil  investments  abroad  (of  pur¬ 
chasing  oil  at  the  wellhead)  is  officially  termed  the  “go-out  strat¬ 
egy,”248  and  China  is  pursuing  this  strategy  vigorously.  From  the 
1990s  to  2005,  China’s  cumulative  overseas  investment  in  oil  and 
gas  was  $7  billion;249  from  June  2005  to  June  2006,  the  value  of 
China’s  acquisitions  was  $11.97  billion.250  This  represents  a  dra¬ 
matic  upswing  in  China’s  equity  oil  investments,  and  although  Chi¬ 
na’s  holdings  and  current  production  do  not  represent  a  significant 
proportion  of  global  oil  reserves,  they  document  an  assertive  policy 
to  secure  oil  at  the  wellhead. 

China  relies  upon  its  national  oil  companies  to  implement  this 
“go-out”  policy.  As  expressed  in  2004  by  Tan  Zhuzhou,  President  of 
the  China  Petroleum  and  Chemical  Industry  Association,  “This  in¬ 
volves  Chinese  firms  proactively  going  out  to  other  parts  of  the 
world  such  as  Africa  and  South  America  and  applying  their  tech¬ 
nical  expertise  and  financial  resources  to  the  exploitation  of  oil  re¬ 
sources  there.  This  will  enable  us  to  secure  multiple  sources,  avoid 
the  risks  of  over-dependency  on  any  one  source  and  reduce  the  ef¬ 
fects  of  price  fluctuations.”251  China  seeks  geostrategic  opportuni¬ 
ties  through  its  energy  acquisitions,  and  its  companies  display 
more  willingness  to  assume  risks  above  those  normally  accepted  by 
Western  oil  companies.  Chinese  national  oil  companies  prefer  to  in¬ 
vest  where  countries  have  energy  resources;  where  Chinese  compa¬ 
nies  face  limited  competition  due  to  the  absence  of  U.S.  oil  compa¬ 
nies;252  or  where  the  United  States  or  other  countries  will  not  in¬ 
vest  for  moral  reasons. 

Although  there  have  been  public  offerings  of  the  stock  of  some 
of  China’s  oil  companies,  the  central  government  remains  the  sole 
or  majority  shareholder  in  most  of  those  companies.253  A  report  on 
China’s  overseas  oil  investments  commissioned  by  this  Commission 
concluded,  “China’s  three  major  state  oil  firms,  which  the  govern¬ 
ment  has  sought  to  nurture,  giving  them  pride  of  place  among  the 
country’s  state-owned  enterprises,  have  also  acquired  considerable 
influence  over  energy  policy.”254  It  is  not  surprising  that  this  di¬ 
rectly  affects  how  they  prioritize  and  strategize  their  invest¬ 
ments.255  These  oil  companies  operate  partially  according  to  com¬ 
mercial  principles,  but  in  essence  they  also  act  as  quasi-govern¬ 
ment  organizations  looking  to  shape  and  to  fulfill  a  national  secu¬ 
rity  strategy.256 

Their  ownership  and  control  also  significantly  affect  the  financial 
strength  and  flexibility  the  national  oil  companies  can  employ  in 
pursuit  of  their  objectives.  Their  deep-pocket  financing  was  raised 
as  an  issue  during  the  CNOOC  bid  for  Unocal  last  year.  Another 
concern  is  that  Chinese  firms  do  not  face  the  same  reporting  obli¬ 
gations  to  their  government  or  investors,  which  complicates  the 
ability  to  track  their  transactions  with  foreign  governments.257  As 
Dr.  Erica  Downs,  a  China  Energy  Fellow  at  The  Brookings  Institu¬ 
tion,  explained  in  testimony  before  the  Commission,  “. . .  China’s 
national  oil  companies  are  employing  a  number  of  tactics  that  are 
unavailable  to  the  international  oil  companies  because  ultimately 
it  comes  down  to  different  shareholder  values  . . .  the  government 
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is  willing  to  accept  a  lower  rate  of  return  than  that  which  inter¬ 
national  oil  companies  accept.”  258 

Underlying  the  “go-out  strategy”  is  China’s  hope  that,  in  a  time 
of  a  global  petroleum  supply  crisis,  the  direct  production  of  oil  in 
various  overseas  locations  by  Chinese  oil  companies  can  ensure 
China  will  continue  to  receive  the  supply  of  oil  it  needs.259  How¬ 
ever,  Dr.  Downs  pointed  out  in  her  testimony  that  this  concept  is 
complicated  by  several  vulnerabilities  China  currently  faces,  name¬ 
ly  the  price  of  oil,  and  its  transportation. 

Given  that  such  a  high  proportion — 43  percent  in  20  0  4  260 — of  the 
petroleum  China  consumes  is  acquired  externally  through  imports 
(and  that  this  proportion  is  anticipated  to  increase  as  demand  in¬ 
creases  in  accord  with  projections),  China’s  energy  security  relies  to 
a  considerable  extent  on  the  ocean  tankers  that  transport  oil  and 
natural  gas  to  China  from  abroad.  The  2006  Department  of  De¬ 
fense  report  on  the  Military  Power  of  the  People’s  Republic  of  China 
noted  that  more  than  80  percent  of  China’s  oil  imports  passed 
through  the  Strait  of  Malacca.261  As  a  result,  “China  believes  that 
it  is  vulnerable  to  disruptions  of  sea  lines  of  communication 
(SLOCs)  due  to  U.S.  naval  dominance,  and  to  potential  security 
problems  in  the  Straits  [sic]  of  Malacca.”  262 

In  November  2003,  this  perceived  vulnerability  was  enunciated 
by  President  Hu  Jintao  when  he  discussed  the  “Malacca  dilemma” 
at  an  economic  conference  in  Beijing.  President  Hu  expressed  con¬ 
cern  about  “certain  powers”  that  have  “encroached  on  and  tried  to 
control  the  navigation  route  through  the  strait,”  and  he  urged 
China  to  develop  a  new  oil  security  strategy.263  Cortez  Cooper,  Di¬ 
rector  of  East  Asian  Studies  at  Hicks  and  Associates,  Inc.,  de¬ 
scribed  one  likely  strategy  in  his  testimony  to  the  Commission 
when  he  noted  that  because  of  China’s  increasing  reliance  upon  pe¬ 
troleum  imports  and  international  trade,  Beijing  hopes  to  con¬ 
centrate  on  the  Strait  of  Malacca,  the  Indian  Ocean,  and  the  Per¬ 
sian  Gulf,  including  developing  blue  water  naval  capabilities  that 
can  operate  at  such  a  distance  from  China.264  Additionally,  China 
has  pursued  “acquisition  of  naval  port-call  rights  along  the  sea 
lanes  of  the  Indian  Ocean  and  Arabian  Sea,  [and]  arms  sales  to 
countries  with  which  Chinese  oil  companies  have  contracts  . . .”  265 
in  an  attempt  to  improve  oil  transportation  security. 

Further,  in  2005  only  nine  percent  of  Chinese  oil  imports  were 
transported  to  China  using  Chinese-owned  ships;266  it  must  rely 
substantially  on  other  countries’  vessels  for  the  majority  of  its  oil 
and  gas  imports.  This  situation  undoubtedly  is  a  source  of  discom¬ 
fort  and  concern  to  the  Chinese  leadership,  and  has  prompted  Chi¬ 
nese  leaders  to  recognize  the  importance  of  a  “strategic  transport 
system”  and  call  for  an  expanded  supertanker  fleet  to  increase  Chi¬ 
na’s  oil  transport  capacity.267 

Another  way  China  is  responding  to  these  transportation 
vulnerabilities  is  to  try  to  construct  or  acquire  pipelines  that  can 
be  used  to  transport  oil  and  gas  directly  from  oilfields  to  China.  Re¬ 
cently  China  has  worked  aggressively  to  obtain  or  construct  pipe¬ 
lines  to  or  through  Central  Asia, 268  including  lines  from  Iran  and 
Kazakhstan.  As  Dr.  Downs  noted,  China  perceives  “overland  im¬ 
ports”  as  more  secure  than  “seaborne  imports”  269  because  “overland 
imports”  do  not  traverse  sea  lines  of  communication  that  China 
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cannot  protect.  Moreover,  construction  and  use  of  direct  pipelines 
between  Central  Asia  and  China  are  not  dependent  on  Russia’s 
agreement.270  Notwithstanding  its  concerns  about  Russia,  China 
also  has  sought  construction  of  a  pipeline  that  would  carry  petro¬ 
leum  directly  from  Russia.271  In  these  ways,  China  is  attempting 
to  minimize  the  risk  of  significant  supply  disruptions.  U.S.  con¬ 
cerns  about  pipelines  with  a  Chinese  terminus  stem  from  the  fact 
already  described:  Wherever  it  can  do  so,  China  is  developing  pe¬ 
troleum  fields  so  it  fully  controls  the  oil  and  gas  they  produce,  and 
pipelines  facilitate  its  actualization  of  this  strategy. 

Historically,  China’s  energy  policy  has  emphasized  “supply  ex¬ 
pansion  over  demand  moderation,”  272  and  this  has  produced  a  dra¬ 
matic  rise  in  energy  consumption  over  the  past  15  years.  Energy 
efficiency  and  conservation  have  not  been  major  objectives.  Accord¬ 
ing  to  the  National  Development  and  Reform  Commission,  one  of 
China’s  energy  policy-making  bodies,  China’s  energy  efficiency  falls 
10  percentage  points  below  that  of  the  aggregate  of  developed  na¬ 
tions,  indicating  a  significant  waste  of  the  energy  resources  China 
currently  has  and  is  using.273 

China’s  energy  situation  and  policies  are  greatly  complicated  by 
the  severe  environmental  pollution  of  the  air,  water,  and  soil  re¬ 
sources  that  results  from  the  emissions  from  burning  fossil  fuels. 
This  is  having  calamitous  effects  on  the  health  of  the  Chinese  peo¬ 
ple  and  producing  acid  rain,  polluting  the  water  and  soil,  and  pro¬ 
ducing  carbon  dioxide.  Among  the  consequences  for  China  are  in¬ 
creased  health  problems  and  consequent  demands  for  medical  care, 
environmental  degradation,  and  social  unrest  that  threatens  the 
stability  and  order  so  valued  by  China’s  leadership.  This  unrest  is 
illustrated  by  a  December  2005  incident  near  the  border  with  Hong 
Kong  that  occurred  when  villagers  who  feared  construction  of  a 
coal-fired  energy  plant  would  increase  pollution  confronted  police 
and  reportedly  were  fired  upon.274 

The  evidence  suggests  that  China’s  leadership  is  awakening  to  a 
number  of  these  problems  and  is  taking  steps  to  try  to  mitigate 
them.  The  government  has  begun  to  encourage  energy  consumers 
to  moderate  their  energy  demands  rather  than  reflexively  to  as¬ 
sume  the  only  acceptable  response  to  increased  demand  is  to  find 
a  way  to  increase  the  energy  supply.275  This  has  included  some 
“aggressive  energy  initiatives”  aimed  at  simultaneously  improving 
energy  efficiency  while  increasing  domestic  energy  production.276 
Principal  Deputy  Assistant  Secretary  of  Energy  Katharine  Ann 
Fredriksen  described  these  to  the  Commission,  including  large- 
scale  coal  liquefaction  projects,  new  power  plants  fueled  by  natural 
gas,  energy  efficiency  improvements  in  large  buildings,  and  use  of 
alternative  and  renewable  energy  resources.277  In  addition,  China 
has  adopted  aggressive  automobile  gasoline  mileage  standards  and 
has  instituted  a  new  tax  structure  on  passenger  cars  designed  to 
reward  owners  of  economical  vehicles.278  While  new  laws  have 
been  enacted  to  address  environmental  and  efficiency  concerns, 
problems  with  implementation  and  enforcement  persist. 
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China’s  Energy  Supply 
Coal 

Reflecting  the  significance  of  coal  in  China’s  energy  picture,  Dr. 
Downs  testified  that  “Coal  is  king  in  China.”  Coal  provides  approxi¬ 
mately  two-thirds  of  China’s  total  energy  needs,  and  demand  con¬ 
tinues  to  increase,  spurred  by  urban  growth  and  industrializa¬ 
tion.279  China  consumes  more  coal  than  the  United  States,  the  Eu¬ 
ropean  Union,  and  Japan  combined.280  China’s  large  domestic  re¬ 
serves  enable  it  to  be  essentially  self-sufficient  in  coal  production, 
and  the  government  monitors  coal  prices  to  keep  them  artificially 
low  for  the  public.281 

Environmental  pollution  and  risks  to  public  health  are  promi¬ 
nent  results  of  China’s  high  coal  consumption.  As  a  comparison, 
China’s  fossil  fuel  combustion  released  22.5  million  tons  of  sulfur 
in  2004,  more  than  twice  the  amount  released  by  the  United 
States.282  It  produces  acid  rain  and  contributes  to  400,000  pre¬ 
mature  deaths  a  year  in  China.283  Dr.  Downs  testified  that  China 
recognizes  the  significant  environmental  and  political  costs  of  burn¬ 
ing  coal.284  The  Chinese  government  has  been  working  with  the 
U.S.  Department  of  Energy’s  Fossil  Energy  Office  to  develop  and 
implement  pollution  controls, 285  but  the  objective  of  lowered  emis¬ 
sions  can  only  be  achieved  if  major  investments  are  made  in  clean 
coal  technologies,  and  to  date  China  has  been  unable  or  unwilling 
to  make  sufficient  investments  of  this  kind. 

Coal  has  a  very  low  cost  relative  to  the  cost  of  other  energy  re¬ 
sources  in  China,  partly  due  to  government  pricing  policies.  Those 
who  use  it  are  either  unable  or  unwilling  to  afford  the  cost  of  more 
expensive  cleaner  fuels.  Continued  dependence  on  coal,  in  turn,  cre¬ 
ates  a  disincentive  for  increased  investment  in  developing  fuel 
processes  that  are  cleaner  but  also  affordable.  Nonetheless,  there 
are  some  glimmers  of  hope.  As  Principal  Deputy  Assistant  Sec¬ 
retary  Fredriksen  noted  in  her  testimony,  China  has  participated 
in  the  U.S.  Department  of  Energy’s  FutureGen  initiative,  which 
“seeks  to  realize  the  world’s  first  near-zero  emissions  power  plant 
that  will  produce  electricity  and  hydrogen  from  coal  while  cap¬ 
turing  and  storing  carbon  dioxide.”286  China  also  has  been  consid¬ 
ering  investing  approximately  $24  billion  in  large-scale  coal  lique¬ 
faction  projects  which,  if  completed,  could  replace  up  to  one  million 
barrels  of  oil  per  day.287 

Oil  and  Natural  Gas 

Oil  accounts  for  approximately  23  percent  of  China’s  energy  con¬ 
sumption.  In  2005,  China  became  the  second  largest  global  oil  con¬ 
sumer  after  the  United  States,  with  a  daily  demand  of  6.5  million 
barrels  per  day.288  By  2030,  the  Department  of  Energy  predicts 
that  China’s  oil  needs  will  equal  13  percent  of  global  demand.289 
Facing  a  decline  in  domestic  production,290  China  has  increased  off¬ 
shore  production  and  is  attempting  to  enhance  residual  oil  recovery 
in  existing  fields.  China  hopes  that  offshore  production  eventually 
will  become  its  largest  source  of  domestic  oil.291  To  bridge  the  gap 
between  domestic  demand  and  supply,  China  relies  upon  oil  im¬ 
ports,  which  have  risen  in  recent  years.  Overall,  China  imports  at 
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least  43  percent  of  the  oil  it  needs.292  Until  2006,  Saudi  Arabia  had 
been  China’s  largest  source  for  crude  oil  imports,  but  in  February, 
Angola  moved  into  first  place.293 

To  secure  sufficient  petroleum  imports,  China  has  focused  on  eq¬ 
uity  investments,  and  has  been  looking  beyond  its  traditional  prin¬ 
cipal  suppliers  in  the  Middle  East.  China  made  new  petroleum  in¬ 
vestments  from  June  2005  to  June  2006  in  thirteen  countries,  in¬ 
cluding  Angola,  Nigeria,  Equatorial  Guinea,  Venezuela,  Canada, 
Peru,  and  Syria.294  However,  these  investments  do  not  necessarily 
represent  immediate  increases  in  production;  rather,  they  indicate 
potential  production  and  an  expansion  and  diversification  of  Chi¬ 
na’s  oil  investments. 

Below  is  a  chart  representing  China’s  equity  investments  from 
June  2005  to  June  2006: 

China — Upstream  Investment  and  Reserve  Holdings  295 
June  1,  2005-June  1,  2006 
(bbl  =  barrels) 


Country 

Interest 

Invest¬ 
ment  Cat¬ 
egory 

Contract 

Details 

Value  of 
Invest¬ 
ment 

Proven 

Reserves 

Date  of 
Trans¬ 
action 

Angola 

Block  15 

Oil 

Joint  ven¬ 
ture  (20% 
stake, 
Sinopec) 

$982  mil¬ 
lion 

700  million 
bbl 

May-06 

Angola 

Block  17 

Oil 

Joint  ven¬ 
ture 
(25.5% 
stake, 
Sinopec) 

$1.1  billion 

255  million 
bbl 

May-06 

Angola 

Block  18 

Oil 

Concession 

(40% 

stake, 

Sinopec) 

$1.1  billion 

280  million 
bbl 

May-06 

Canada 

Northern 

Lights 

(Atha¬ 

basca) 

project 

Oil  sands 

40% 

Sinopec 
stake  in 
Synenco 
oil  sands 
project 

$84  million 

596  million 
bbl  (bitu¬ 
men) 

Jun-05 

Ecuador 

Block  15 

Oil 

PSA  (40% 
stake, 
CNPC 
and 

Sinopec) 

$1.42  bil¬ 
lion 

36.4  million 
bbl 

Sep-05 

Ecuador 

Tarapoa 

and 

Shiripuno 
fields, 
block  14, 
block  17 

Oil 

Concessions 
(100%  of 
Tarapoa 
and 

Shiripun- 
o,  75% 
block  14, 
70% 

block  17) 

Value  In¬ 
cluded  in 
the  line 
above 
($1.42 
billion) 

125.6  mil¬ 
lion  bbl 

Sep-05 
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China — Upstream  Investment  and  Reserve  Holdings  295 — 

Continued 

June  1,  2005-June  1,  2006 
(bbl  =  barrels) 


Country 

Interest 

Invest¬ 
ment  Cat¬ 
egory 

Contract 

Details 

Value  of 
Invest¬ 
ment 

Proven 

Reserves 

Date  of 
Trans¬ 
action 

Equatorial  Guinea 

Block  S 

Oil 

PSC  signed 
by 

CNOOC 

Undisclosed 

Unknown 
(explo¬ 
ration 
contract; 
block  sur¬ 
rounds 
the  300 
million 
bbl  Ceiba 
field) 

Feb-06 

Kazakhstan 

PetroKaza- 

khstan 

Oil 

CNPC  pur¬ 
chased 
Canadian 
firm 

PetroKa- 

zakhstan 

$4.2  billion 

550  million 
bbl 

Oct-05 

Kenya 

Blocks  1,  9, 
10A,  L2, 
L3,  L4 

Oil 

PSCs 
signed  by 
CNOOC, 
covering 
115,000 
km2 

Undisclosed 

Unknown 

(explo¬ 

ration 

contract) 

May-06 

Nigeria 

OPL  471, 
721,  732, 
298 

Oil 

CNPC  pur¬ 
chased 
Canadian 
firm 

PetroKa- 

zakhstan 

$16.04  mil¬ 
lion  (low 
signature 
bonuses 
in  return 
for  large 
down¬ 
stream 
invest¬ 
ments) 

Unknown 

(explo¬ 

ration 

contracts) 

May-06 

Nigeria 

Akpo  Field 
(offshore 
license 

130) 

Oil 

PSA  (45% 
stake 
held  by 
CNOOC) 

$2.4  billion 

600  million 
bbl 

Jan-06 

Peru 

Blocks  111 
and  113 

Oil 

E&P  con¬ 
tracts 
signed  by 
CNPC 

$83  million 

Unknown 

(explo¬ 

ration 

contract) 

Dec-05 

Syria 

Stake  in 
Al-Furat 
Petro¬ 
leum  Co. 

Oil 

17%  stake 
held  by 
CNPC  in 
Al-Furat 
Petro¬ 
leum  Co. 

$586  mil¬ 
lion 

66.3  million 
bbl 

Dec-05 

TOTALS: 

$11.97  bil¬ 
lion 

3.2093  billion  bbl 

1147.71  bn 
bbl 

Global  proven  reserves 

3.21  bn  bbl 

Chinese  overseas  acquisi¬ 
tions  (2005-2006) 

0.3% 

Chinese  acquisitions  as 
percentage  of  total 
world  reserves 
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Of  China’s  national  oil  companies,  the  China  National  Petroleum 
Corporation  (CNPC)  has  been  most  active  and  successful  in  acquir¬ 
ing  assets  abroad;  CNPC  currently  holds  exploration  and  produc¬ 
tion  contracts  in  21  countries.296  Sudan  is  the  site  of  China’s  larg¬ 
est  overseas  production, 297  and  CNPC  has  invested  more  than  $8 
billion  there;  these  investments  include  a  field  in  southern 
Darfur.298  China  not  only  invests  in  exploration  and  production  in 
Sudan,  but  also  in  Sudanese  pipelines  to  transport  pumped  oil  to 
Red  Sea  refineries.299  In  October  2005,  CNPC  purchased 
PetroKazakhstan,  a  Canadian-owned  company  whose  assets  in¬ 
clude  pipelines  that  will  be  used  to  transport  oil  from  Kazakhstan 
to  China.300  In  August  2006,  CNPC  and  the  China  Petroleum  and 
Chemical  Corporation  (Sinopec)  agreed  to  jointly  invest  $5  billion 
in  exploration  and  production  projects  in  Venezuela.301 

Sinopec,  however,  operates  primarily  in  Iran.  In  2004,  Iran 
awarded  Sinopec  the  rights  to  develop  the  Yadavaran  oil  field,  ex¬ 
pected  to  produce  150,000  barrels  per  day,  in  exchange  for  China’s 
commitment  to  purchase  ten  million  tons  of  liquefied  natural  gas 
each  year  for  25  years.302  By  means  of  this  combined  upstream- 
downstream  investment  project,  China  significantly  increased  its 
supply  of  oil  and  natural  gas.  In  2006,  Sinopec  signed  another  deal 
with  Iran  to  explore  the  Gamsar  oil  block,  valued  between  $20  mil¬ 
lion  and  $59  million  over  a  four-year  period.303  Also,  in  August, 
Sinopec  and  an  Indian  national  oil  company  jointly  acquired  a 
stake  in  Colombia’s  Ominex  oil  company.  This  illustrates  a  decision 
by  China  and  India  to  partner  in  the  search  for  energy  resources.304 

China’s  international  petroleum  activities  have  not  been  limited 
to  supply  acquisition.  Deputy  Assistant  Secretary  Fredriksen  noted 
that  China’s  “lack  of  adequate  refining  capacity  suitable  for  heavier 
Middle  Eastern  crude  oil”  is  a  major  concern  for  its  leadership.305 
To  address  this,  China  is  collaborating  with  Saudi  Arabia  to  build 
joint-venture  refineries  in  Quanzhou  and  Qingdao,  and  is  building 
a  refinery  in  Xinjiang  province  to  refine  oil  transported  by  pipeline 
from  Central  Asia.306  In  July  2006,  PetroChina  completed  an  ex¬ 
pansion  project  on  a  Dalian-based  refinery,  making  that  refinery 
the  largest  in  China.307  Additional  projects  are  under  construction 
in  Fujian  and  Guangdong  provinces.  China  is  also  investing  in  the 
refining  capabilities  of  countries  with  which  it  currently  has  equity 
investments.  It  is  helping  Angola  build  a  refinery,  expected  to 
begin  operation  in  2010; 308  in  July  2006  China  signed  a  $2.7  bil¬ 
lion  agreement  with  Iran  to  upgrade  Iranian  refining  capacity.309 

Natural  gas  has  not  yet  become  the  major  actor  in  the  energy 
sector  in  China  that  it  has  become  in  the  United  States,  primarily 
because  China  lacks  an  adequate  distribution  system  for  natural 
gas;  this  limits  its  use  and  contributes  to  its  price  being  higher 
than  that  of  coal.310  Even  so,  consumption  of  natural  gas  is  steadily 
increasing.  In  June  2006,  China  became  a  natural  gas  importer 
when  the  Guangdong  liquefied  natural  gas  import  terminal 
opened.311 

To  ensure  an  adequate  supply,  China  also  has  attempted  to  ex¬ 
pand  its  access  to  natural  gas.  This  is  presumed  to  be  one  of  the 
factors  in  last  year’s  attempt  by  CNOOC  to  purchase  U.S.  oil  com¬ 
pany  Unocal  that  holds  significant  natural  gas  assets.  China  has 
committed  to  purchase  approximately  1  trillion  cubic  feet  of  gas  in 
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Turkmenistan  beginning  in  2009.  It  also  is  seeking  natural  gas 
from  Uzbekistan.312  China  also  has  entered  a  30-year  contract  with 
Burma  to  purchase  6.5  trillion  cubic  feet  of  natural  gas,313  which 
may  complicate  U.S.  and  U.N.  efforts  to  obtain  changes  in  the  po¬ 
litical  situation  there. 

As  explained  previously  in  this  section,  China  is  working  to  con¬ 
struct  or  acquire  pipelines,  especially  in  Central  Asia,  for  both  oil 
and  natural  gas  in  order  to  reduce  the  risks  of  transporting  these 
commodities  to  China.  China’s  primary  partner  in  this  initiative  is 
Kazakhstan,  which  China  views  as  the  “gateway  to  Caspian  oil  and 
gas  reserves.”314  A  620-mile  pipeline  from  Atasu  in  northern 
Kazakhstan  to  Xinjiang  province  became  operational  in  May  2006, 
although  Dr.  Martha  Brill  Olcott  of  the  Carnegie  Endowment  for 
International  Peace  testified  that  sufficient  oil  to  fill  the  pipeline 
is  not  yet  available.315  China  also  has  proposed  building  a  pipeline 
across  Burma  into  Yunnan  province  in  southwestern  China  that 
would  transport  Burmese  natural  gas  and  possibly  serve  as  an  al¬ 
ternate  route  for  Middle  Eastern  oil  to  reach  China,  thereby  mini¬ 
mizing  use  of  the  Strait  of  Malacca.316 

In  2004,  China  announced  plans  to  construct  a  strategic-petro¬ 
leum  reserve  (SPR)  intended  to  hold  stockpiles  equivalent  to  90 
days  of  imports.317  Construction  of  the  Zhenhai  reserve,  one  of  four 
being  built  in  China,  was  completed  in  the  summer  of  2006  and 
was  expected  to  be  ready  for  use  in  October  2006. 318  Although 
China  is  not  a  member  of  the  International  Energy  Agency  (IEA), 
the  stockpile  China  is  developing  comports  with  IEA’s  standards 
for  the  SPRs  of  IEA  member  nations.  Deputy  Assistant  Secretary 
Fredriksen  stated  that  this  project  is  “one  of  the  most  significant 
developments”  in  China’s  energy  policy, 319  because  it  will  give 
China  the  ability  to  respond  to  an  oil  supply  crisis  by  releasing  its 
own  reserves. 

Because  China  is  not  bound  by  the  obligations  of  IEA  member¬ 
ship,  it  is  uncertain  if  that  is  the  purpose,  or  one  of  the  purposes, 
for  establishing  its  SPR.  The  Department  of  Energy  has  been  dis¬ 
cussing  this  issue  with  China,  most  recently  in  September  in  the 
U.S. -China  Energy  Policy  Dialogue.  Deputy  Assistant  Secretary 
Fredriksen  noted  that,  “[wjhile  commending  China’s  efforts  to  build 
their  first  state-owned  SPR,  we  have  constantly  reiterated  that  the 
SPR  needs  to  be  used  to  address  supply  disruption,  not  to  affect 
global  petroleum  markets.”320 

Nuclear  Energy 

Although  nuclear  energy  currently  provides  only  a  fraction  of 
China’s  energy,  China  intends  to  build  an  additional  30  nuclear  re¬ 
actors  within  the  next  15  years,  allowing  nuclear  power  to  provide 
approximately  five  percent  of  the  country’s  total  energy  needs.321 
Deputy  Assistant  Secretary  Fredriksen  stated  that  China  is  in  the 
final  stage  of  constructing  a  pressurized  water  reactor,  and  the 
United  States  is  encouraging  China  to  consider  Westinghouse  Elec¬ 
tric  Company’s  bid,  the  only  one  it  received  from  a  U.S.  com¬ 
pany.322  In  July  2006,  China  joined  the  Generation  IV  Inter¬ 
national  Forum  (GIF)  Policy  Group  that  collaborates  on  “nuclear 
energy  system  concepts”  for  future  energy  needs.323 
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Renewable  Energy 

China  recently  expressed  interest  in  pursuing  renewable  energy 
as  an  option  for  diversifying  its  energy  supply.324  In  February 
2005,  China  passed  the  Renewable  Energy  Law  that  legalizes  the 
regulatory  framework  for  alternative  energy  sources  and  supports 
research  and  development  and  the  creation  of  new  facilities.325  By 
2010  China  intends  to  supply  10  percent  of  its  energy  needs  with 
renewable  energy  and  has  obtained  financing  for  this  endeavor 
from  the  World  Bank  and  other  institutions.326  In  addition,  China 
has  become  the  second-largest  producer  of  hydroelectric  power  after 
Canada.  With  the  construction  of  the  controversial  Three  Gorges 
Dam  and  a  series  of  dams  on  the  Yellow  River,  China’s  hydro¬ 
electric  capabilities  will  continue  to  grow.327  Despite  these  develop¬ 
ments,  Dr.  Downs  testified  that  obtaining  widespread  use  of  renew¬ 
able  energy  sources  in  China  will  be  a  significant  challenge,  espe¬ 
cially  because  other  fuel  sources  cannot  compete  with  the  low  mar¬ 
ket  price  of  coal,  often  because  of  the  cost  of  equipment  (e.g.,  wind¬ 
mills  or  solar  panels)  renewable  energy  sources  require.328 

The  Debate  About  Equity  Oil  Investments 

As  China  increases  its  equity  stakes  rather  than  purchasing  oil 
on  the  international  market,  questions  have  surfaced  as  to  the  ef¬ 
fect  of  China’s  investments  on  U.S.  energy  security.  In  this  discus¬ 
sion,  two  divergent  positions  have  emerged. 

One  line  of  thought  is  that  China’s  oil  acquisition  strategy  di¬ 
verts  oil  that  otherwise  would  enter  the  world  oil  market,  and  that 
this  can  result  in  harm  to  the  market  and  the  energy  security  of 
its  participants  including  the  United  States.  Those  holding  this 
view  believe  China’s  strategy  is  to  try  to  “lock  up”  petroleum  sup¬ 
plies  for  its  exclusive  use.329  In  contrast,  the  United  States  relies 
primarily  on  the  international  oil  market  for  its  oil  imports.  As 
international  demand  for  oil  increases  in  the  face  of  a  limited  sup¬ 
ply,  economic  theory  predicts  heightened  competition  that  will 
drive  prices  higher.  If  China  does  not  add  to  the  world  market  the 
petroleum  in  the  fields  it  owns  and  controls,  other  states  must  com¬ 
pete  for  what  is  left  in  that  market,  making  the  market’s  prices 
and  supply  more  vulnerable  to  shocks  and  increasing  the  likelihood 
of  conflicts  over  limited  supplies  in  the  event  of  a  crisis. 

If  this  is  the  Chinese  strategy,  it  will  be  harmful  to  U.S.  interests 
in  other  ways.  Chinese  petroleum  acquisition  efforts  have  resulted 
in  Chinese  actions  to  protect  regimes  in  nations  where  China  is  ob¬ 
taining  petroleum,  such  as  those  in  Khartoum  and  Tehran.  Accord¬ 
ing  to  Dr.  Downs,  “. . .  the  risk  for  Washington  is  that  China’s  grow¬ 
ing  dependence  on  imported  oil  will  increasingly  prompt  Beijing  to 
give  higher  priority  to  oil  than  to  international  issues  such  as  the 
protection  of  human  rights,  nuclear  nonproliferation,  and  good  gov¬ 
ernance.”330  As  discussed  previously  in  this  section,  China’s  oil 
companies  often  are  active  in  countries  such  as  Iran,  Sudan,  and 
Burma  where  U.S.  oil  companies  are  not  present  because  of  boy¬ 
cotts,  sanctions,  or  high  political  and  security  risks.  These  regimes 
often  expect — and  receive — a  quid  pro  quo  from  China.  An  Iranian 
newspaper  explained  that  since  “we  have  assured  China  that  its 
energy  and  oil  needs  will  be  met,  we  should  ask  that  country  to 
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complete  its  position  and  go  beyond  mere  expressions  of  opposition 
to  the  referral  of  Iran’s  dossier  to  the  Security  Council.”331  An  addi¬ 
tional  concern  is  the  extent  to  which  China  could  affect  domestic 
politics  within  a  country  where  it  is  obtaining  petroleum  to  ensure 
a  favorable  climate  for  its  activities  there. 

The  alternative  line  of  thought  in  this  debate  about  China’s  oil 
acquisition  strategy  is  that  China  imports  oil  from  its  equity  fields 
that  it  otherwise  would  purchase  on  the  international  market.  This 
suggests  that  the  effect  of  China’s  petroleum  acquisition  strategy  is 
essentially  neutral  on  the  supply  of  energy  available  in  the  inter¬ 
national  energy  market  and  on  those  nations  that  purchase 
through  that  market,  including  the  United  States.  Therefore,  Chi¬ 
na’s  strategy  does  not  threaten  U.S.  energy  security.  Some  go  fur¬ 
ther  to  suggest  that  China’s  acquisition  strategy  may  actually  ben¬ 
efit  the  international  market.  As  Deputy  Assistant  Secretary 
Fredriksen  testified,  China  usually  enters  markets  with  “a  higher 
geopolitical  risk  than  a  lot  of  private  sector  companies  are  willing 
to  take  on  . . .,  and  so  . . .  every  drop  of  oil  that  they  now  are  mining 
...  in  those  countries  ...  is  oil  they’re  not  taking  off  the  inter¬ 
national  market.”332 

China’s  acquisitions  currently  are  not  significant  in  terms  of  the 
overall  international  oil  market.  Its  acquisitions  between  2005  and 
2006 — higher  than  total  acquisitions  in  the  previous  15  years — only 
totaled  0.3  percent  of  total  world  reserves.333  This  amount  of  oil  is 
very  unlikely  to  affect  the  world  market  appreciably  even  in  a  time 
of  crisis.  Additionally,  a  report  on  China’s  energy  activities  commis¬ 
sioned  by  this  Commission  concluded  that  China’s  oil  companies 
could  “lock  up”  resources  only  by  “consistently  outbidding  other 
international  energy  interests  and  paying  above-market  rates.  Such 
a  policy,  however,  would  strain  China’s  already  heavily  subsidized 
retail  fuels  market,  lead  to  unnecessarily  high  oil  prices,  and  harm 
China’s  overall  economy.”334 

During  the  Commission’s  2006  hearings,  Commissioners  asked  if 
China’s  equity  oil  is  transported  exclusively  to  China  or  if  some  is 
being  sold  on  the  market.  If  China  is  selling  the  oil  it  produces  on 
the  market,  China  cannot  be  charged  with  “locking  up”  supplies  for 
its  exclusive  use.  In  support  of  this  argument,  Dr.  Downs  testified 
that  “host  countries  tend  to  value  the  barrels  of  oil  that  are  pro¬ 
duced  in  their  countries  at  the  world  market  price.”335  Con¬ 
sequently,  in  a  time  of  crisis,  even  if  China  can  ensure  the  oil  it 
produces  abroad  is  delivered  to  China,  the  price  it  will  pay  likely 
will  be  comparable  to  the  price  it  would  have  had  to  pay  in  the 
world  market — and  thus  its  acquisitions  likely  will  be  comparable 
to  what  they  would  have  been  if  it  participated  in  that  market.336 

However,  the  report  on  China’s  overseas  investments  commis¬ 
sioned  by  the  Commission  suggests  the  opposite.  The  contractor 
tracked  China’s  investments  through  open  sources  in  an  attempt  to 
document  the  number  of  barrels  produced  by  the  fields  it  owns  and 
the  number  of  those  barrels  that  were  transported  to  China.  Al¬ 
though  Chinese  customs  data  only  indicate  countries  of  origin  for 
China’s  oil  imports,  and  do  not  identify  the  specific  projects  that 
were  its  sources,  and  Chinese  oil  companies  do  not  reveal  detailed 
information  about  their  activities,  the  report  concluded  that  “the 
amount  of  equity  oil  flowing  into  China  in  2006  is  only  about 
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320,000  [barrels  per  day],  out  of  total  imports  of  3.6  million  bpd 
and  total  Chinese  consumption  of  7.4  million  bpd  . . .  [M]ore  than 
90%  of  its  imports  do  not  originate  with  equity  oil  projects  in  which 
Chinese  firms  have  invested.”337  Furthermore,  the  report  found 
that  while  China  has  increased  its  investment  activity,  only  two 
projects  in  Kazakhstan  and  Sudan  currently  produce  more  than 
100,000  barrels  per  day  in  equity  oil.  Several  projects  in  develop¬ 
ment,  including  the  Yadavaran  field  in  Iran,  have  the  potential  to 
produce  more,  but  as  yet  that  potential  has  not  been  realized.338 
Thus,  while  representing  a  small  share  of  world  reserves  and  Chi¬ 
nese  imports,  China’s  current  production  of  equity  oil  approxi¬ 
mately  equals  the  amount  of  its  equity  imports,339  implying  that 
very  little  Chinese  equity  oil  is  being  sold  on  the  market. 

For  its  part,  Chinese  leaders  dispute  charges  that  it  is  trying  to 
“lock  up”  petroleum  resources  and  have  made  a  concerted  effort  to 
“allay  U.S.  fears  of  neo-mercantilist  policy”  by  means  of  govern¬ 
ment  pronouncements  and  cooperation  with  the  United  States  in 
petroleum  “upstream”  and  “downstream”  projects.340 

Is  China  a  Responsible  Stakeholder  in  the  Energy  Sector? 

China’s  growing  energy  needs,  and  the  necessity  for  it  to  seek  en¬ 
ergy  supplies  abroad,  have  created  opportunities  to  gauge  whether 
Beijing’s  energy  sector  policies  and  activities  are  those  of  a  respon¬ 
sible  stakeholder.  In  its  international  petroleum  acquisition  activi¬ 
ties,  Beijing  is  not  acting  as  a  responsible  stakeholder,  although  its 
self-interested  actions  may  reflect  rational  behavior  intended  to 
protect  its  own  supply.  The  health  of  energy  markets  is  crucial  for 
sustaining  the  international  economy,  and  acquiring  oil  through 
the  market  and  according  to  internationally  accepted  norms  for 
market  behavior  ensures  a  fair  playing  field  for  oil-importing  coun¬ 
tries.  Yet,  China’s  acquisition  strategy  does  not  support  the  world 
market  and  may  prevent  efficient  allocation  of  resources,  especially 
in  times  of  global  supply  disruptions.  Its  strategy  reflects  a  mer¬ 
cantilist  view  of  global  energy  resources  and  does  not  promote 
international  cooperation  in  addressing  limited  supplies  of  petro¬ 
leum. 

China  has  made  progress  in  enacting  laws  and  regulations  that 
promote  environmental  protection  and  in  developing  and  imple¬ 
menting  energy  efficiency  technologies.  Yet  its  progress  continues 
to  be  impeded  by  China’s  domestic  pricing  policies  that  preserve 
coal’s  status  as  the  cheapest  energy  source.  Without  establishing 
economic  incentives  for  development  and  use  of  cleaner  fuels  and 
renewable  energy  sources,  and  for  increasing  energy  efficiency,  Chi¬ 
na’s  environmental  problems  will  continue  to  worsen,  and  the 
transnational  effects  of  China’s  pollution  increasingly  will  affect 
other  nations  including  the  United  States. 

A  derivative  effect  of  China’s  energy  acquisition  policy  and  activi¬ 
ties  is  that  China  has  made  it  more  difficult  for  the  world  commu¬ 
nity  to  secure  acceptable  resolutions  to  genocide  and  other  humani¬ 
tarian  crises,  nuclear  proliferation,  human  rights  violations,  anti¬ 
democratic  political  activities,  and  corruption  in  several  locations 
where  it  is  active  in  petroleum  extraction,  including  Sudan,  Burma, 
and  Iran.  This  is  the  case  because  China  provides  support  to  the 
purveyors  of  these  deplorable  circumstances  in  order  to  facilitate 
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its  acquisition  of  petroleum  and  other  resources  those  purveyors 
control. 


RECOMMENDATIONS 

China’s  Regional  Activities 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  seek  direct  dialogue  and  cooperation  with  China  with 
regard  to  securing  a  resolution  to  the  conflict  in  the  Darfur  re¬ 
gion  of  Sudan  that  will  halt  the  genocide  occurring  there  and 
provide  security  and  basic  human  rights  for  the  affected  popu¬ 
lation.  Congress  should  instruct  the  Administration  to  report 
semiannually  on  China’s  actions  in  Sudan  and  any  progress  that 
has  been  made  through  dialogue  with  China. 

•  The  Commission  recommends  that  Congress  encourage  the  Ad¬ 
ministration  to  intensify  engagement  with  Latin  American  na¬ 
tions  in  light  of  expanding  Chinese  interests  in  the  region. 

•  The  Commission  recommends  that  Congress  encourage  the  Ad¬ 
ministration  to  seek  observer  status  for  the  United  States  in  the 
Shanghai  Cooperation  Organization  and  that  Congress  also  en¬ 
courage  the  Administration  to  monitor  closely  Iran’s  participation 
in  this  organization. 

•  The  Commission  recommends  that  in  response  to  China’s  efforts 
to  isolate  Taiwan,  Congress  encourage  the  Administration  to  im¬ 
plement  a  long-term  policy  to  facilitate  Taiwan’s  participation  in 
international  organizations  and  activities  for  which  statehood  is 
not  a  prerequisite,  such  as  the  World  Health  Organization,  the 
Community  of  Democracy,  the  Proliferation  Security  Initiative, 
and  other  multilateral  public  health,  counterproliferation, 
counterterror,  and  economic  organizations  as  appropriate.  Con¬ 
gress  should  instruct  the  Administration  to  report  annually  on 
its  actions  to  ensure  that  Taiwan  is  not  isolated  in  the  world 
community. 

•  The  Commission  recommends  that  Members  of  Congress,  when 
visiting  mainland  China,  also  visit  Hong  Kong,  and  that  Con¬ 
gress  encourage  senior  Administration  officials,  including  the 
Secretary  of  State,  to  make  visits  to  Hong  Kong  part  of  their 
travel  to  China. 

•  The  Commission  recommends  that  Congress  extend  the  reporting 
requirements  in  Section  301  of  the  United  States  Hong  Kong  Pol¬ 
icy  Act  of  1992,  P.L.  107-115,  22  U.S.C.  5731,  for  five  more  years. 

China’s  Proliferation  and  Involvement  in  North  Korea’s  and  Iran’s 

Nuclearization  Activities 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  seek  high-level  dialogue  with  China  intended  to  obtain 
strengthened  and  expanded  nonproliferation  commitments  and 
activities  from  China  and,  in  particular,  (1)  to  obtain  China’s 
agreement  to  participate  in  the  Proliferation  Security  Initiative 
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and  the  Illicit  Activities  Initiative;  and  (2)  to  strengthen  its  ex¬ 
port  controls  and  their  enforcement.  Toward  this  end,  the  Com¬ 
mission  recommends  that  Congress — 

•  direct  the  Administration  to  provide  increased  export  control 
technical  assistance  to  China,  and 

•  appropriate  funds  to  support  that  increased  assistance. 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  seek  agreement  with  China  to  carry  out  inspections  at 
sea  of  ships  bound  to  or  from  North  Korean  ports  and  establish 
a  U.S. -China  joint  operation  to  inspect  for  contraband  all  ship¬ 
ping  containers  being  moved  to  or  from  North  Korea  when  they 
pass  through  Chinese  ports,  in  fulfillment  of  the  obligations 
under  U.N.  Security  Council  Resolution  1718  to  prevent  the  sale 
or  transfer  of  missiles,  and  nuclear  and  other  weapons-related 
materials  and  technologies,  to  and  from  North  Korea. 

•  The  Commission  recommends  that  current  sanctions  against  Chi¬ 
nese  companies  that  proliferate  equipment  and  technology  re¬ 
lated  to  weapons  of  mass  destruction  and  their  delivery  systems 
be  broadened  and  harmonized  for  increased  effectiveness.  The 
Commission  recommends  that  Congress  expand  current  sanc¬ 
tions  regimes  to  extend  penalties  to  the  Chinese  parent  company 
of  a  subsidiary  that  engages  in  proliferation  activities,  regardless 
of  the  parent  company’s  knowledge  of  or  involvement  in  the  prob¬ 
lematic  transaction.  Access  to  U.S.  markets  (including  capital 
markets),  technology  transfers,  and  U.S.  government  grants  and 
loans  should  be  restricted  from  proliferating  companies  and  their 
Chinese  parent  companies  and  related  subsidiaries  irrespective 
of  the  related  firms’  knowledge  of  the  transfers  in  question. 

•  The  Commission  recommends  that  Congress  instruct  the  Admin¬ 
istration  to  insist  that  China  fulfill  its  obligations  under  U.N.  Se¬ 
curity  Council  Resolutions  1695  and  1718  and  take  more  signifi¬ 
cant  measures  to  denuclearize  the  Korean  peninsula  and  counter 
North  Korean  proliferation  activities.  The  Congress  should  fur¬ 
ther  instruct  the  Administration  to  report  semiannually  about 
specific  actions  the  Chinese  government  has  taken  in  this  regard. 

•  The  Commission  recommends  that  Congress  instruct  the  Admin¬ 
istration  to  engage  in  a  strategic  dialogue  with  China  and  report 
to  Congress  the  specific  actions  that  China  is  taking  concerning 
(1)  its  past  and  current  proliferation  activities  to  Iran;  (2)  its 
public  stance  in  support  of  Iran’s  nuclear  energy  program;  and 
(3)  the  impact  of  Iran’s  secondary  proliferating  transfers,  and  to 
encourage  Middle  Eastern  and  European  states  to  seek  to  per¬ 
suade  China’s  government  to  act  more  responsibly  and  diligently 
to  curb  Chinese  proliferation  to  Iran. 

China’s  Energy  Needs  and  Strategies 

•  The  Commission  recommends  that  Congress  support  the  Admin¬ 
istration’s  current  policy  dialogues  and  technical  exchanges  with 
China  pertaining  to  energy,  and  urge  the  Administration  to  seek 
additional  opportunities  for  the  United  States  to  assist  China  to 
increase  energy  efficiency,  reduce  pollution  from  energy  con¬ 
sumption,  and  facilitate  the  use  of  alternative  fuels. 
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•  The  Commission  recommends  that  Congress  obtain  detailed  in¬ 
formation  on  the  nature,  specific  sources,  and  extent  of  China’s 
air  pollution,  and  its  detrimental  effects  both  in  China  and  in  the 
rest  of  the  world,  with  specific  attention  to  the  effects  in  the 
United  States. 
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CHAPTER  3 

CHINA’S  MILITARY  POWER  AND  ITS  EFFECTS 
ON  AMERICAN  INTERESTS  AND 
REGIONAL  SECURITY 
SECTION  1:  CHINA’S  MILITARY  MODERNIZATION 


The  Commission  shall  investigate  and  report  on  “REGIONAL 
ECONOMIC  AND  SECURITY  IMPACTS— The  triangular  eco¬ 
nomic  and  security  relationship  among  the  United  States,  [Tai¬ 
wan],  and  the  People’s  Republic  of  China  (including  the  mili¬ 
tary  modernization  and  force  deployments  of  the  People’s  Re¬ 
public  of  China  aimed  at  [Taiwan]),  the  national  budget  of  the 
People’s  Republic  of  China,  and  the  fiscal  strength  of  the  Peo¬ 
ple’s  Republic  of  China  in  relation  to  internal  instability  in  the 
People’s  Republic  of  China  and  the  likelihood  of  the  external- 
ization  of  problems  arising  from  such  internal  instability.” 


Key  Findings 

•  China  continues  its  extensive  military  modernization  program. 
For  the  tenth  year  in  a  row,  China’s  new  annual  military  budget 
will  reflect  double-digit  growth  over  the  previous  year’s.  Accord¬ 
ing  to  Chinese  government  figures,  the  2006  budget  will  increase 
14.7  percent  from  the  previous  year  to  approximately  $35  billion. 
The  Department  of  Defense  believes  China’s  actual  defense  ex¬ 
penditures  could  be  two  to  three  times  higher  at  $70 — $105  bil¬ 
lion. 

•  In  the  near  term,  among  China’s  principal  military  moderniza¬ 
tion  aims  are  to  deter  Taiwan  from  moving  toward  independence; 
to  defeat  and  occupy  Taiwan  if  it  declares  independence  and  to 
accomplish  this  before  U.S.  or  other  military  assistance  can  ar¬ 
rive;  and  to  deny  U.S.  forces  the  ability  to  intercede  effectively 
in  such  a  conflict  and  prevent  China  from  prevailing. 

•  Despite  calls  for  increased  transparency,  Beijing  continues  to 
shroud  much  of  its  military  structure,  activities,  and  intentions 
in  secrecy,  leading  to  increased  chances  for  misunderstanding 
and  potential  conflict. 

•  China  has  recognized  the  profound  effectiveness  and  strategic 
importance  of  force  multipliers  such  as  advanced  command,  con¬ 
trol,  communications,  computer,  intelligence,  surveillance,  and 
reconnaissance  (C4ISR)  capabilities  employed  by  U.S.  forces,  and 
it  is  exerting  great  efforts  to  enhance  its  C4ISR  abilities  and  in¬ 
tegrate  them  in  its  military  procedures.  Once  the  People’s  Libera- 
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tion  Army  (PLA)  achieves  these  objectives,  it  will  be  a  much 
more  effective  and  formidable  fighting  force. 

•  China’s  military  intentions  beyond  Taiwan  remain  unclear.  The 
PLA  understands  itself  to  be  in  an  extended  military  competition 
with  the  United  States. 

•  The  PLA’s  doctrine  recognizes  that  to  succeed  against  a  sophisti¬ 
cated  potential  adversary  such  as  the  United  States,  it  must 
among  other  things  be  able  to  disrupt  the  adversary’s  C4ISR  ad¬ 
vantages  through  such  means  as  attacking  its  computer  and 
communications  systems.  Accordingly,  the  PLA  is  establishing  in¬ 
formation  warfare  units  and  capacities,  and  developing  anti-sat¬ 
ellite  capabilities. 

•  China  is  pursuing  measures  to  try  to  control  the  seas  in  the 
Western  Pacific  and  developing  space  warfare  weapons  that 
would  impede  U.S.  command  and  control. 

Overview 

In  its  February  2006  Quadrennial  Defense  Review  Report  (QDR), 
the  U.S.  Department  of  Defense  warned  of  China’s  military  poten¬ 
tial.  Specifically  it  noted  that  “Of  the  major  and  emerging  powers, 
China  has  the  greatest  potential  to  compete  militarily  with  the 
United  States  and  field  disruptive  military  technologies  that  could 
over  time  offset  traditional  U.S.  military  advantages  absent  U.S. 
counter  strategies.”1  The  QDR  also  stressed  that  the  pace  of  Chi¬ 
na’s  military  modernization  effort  puts  regional  strategic  balances 
at  risk.2  Currently,  China’s  military,  the  People’s  Liberation  Army 
(PLA)3,  is  undergoing  a  long-term,  comprehensive  modernization 
aimed  at  fighting  conflicts  of  high  intensity  and  limited  duration 
near  its  borders.4  This  accelerating  military  modernization  and 
buildup  hold  serious  implications  for  the  East  Asian  region,  the 
United  States,  and,  depending  on  China’s  long  term  global  strategic 
aspirations,  the  world. 

Currently,  Beijing  focuses  on  bolstering  military  capabilities  to 
address  Taiwan  Strait  scenarios.5  China  aims  to  prevent  Taiwan 
from  obtaining  legal  recognition  as  an  entity  independent  from  the 
People’s  Republic  of  China,  and  resolutely  adheres  to  its  ambition 
for  unification  with  Taiwan  in  the  long  term  under  the  rubric  of 
“one  China.”  This  objective  is  of  such  significance  that  the  Chinese 
government  continues  to  threaten  to  achieve  it — and  prevent  any 
substantial  contrary  movement — by  force  if  that  is  necessary.  In 
March  2005,  China  promulgated  the  Anti-Secession  Law,  a  legal 
document  that  codified  the  authority  to  use  force  to  counter  Tai¬ 
wan’s  moves  toward  further  separation. 

During  2006,  cross-Strait  tensions  appear  to  have  receded  to  a 
degree,  and  Chinese  leaders  have  been  less  strident  in  their  com¬ 
ments  to  and  about  Taiwan.  Nonetheless,  the  United  States  accepts 
the  reality  of  China’s  threat  to  use  military  force  to  prevent  Taiwan 
from  claiming  or  declaring  independence  from  China.  This  would 
include  military  action  to  deter,  deny,  or  delay  outside  assistance, 
including  U.S.  assistance,  to  Taiwan.6  China’s  growing  military  ca¬ 
pability  may  embolden  Beijing  to  adopt  a  more  aggressive  approach 
toward  Taiwan  or  parties  to  other  disputes,  particularly  if  there  is 
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reason  to  believe  the  United  States  or  others  would  be  unlikely,  un¬ 
prepared,  or  unwilling  to  intervene. 

China’s  military  threat  against  Taiwan  also  presents  an  implicit 
threat  to  U.S.  forces  as  a  result  of  tacit  U.S.  defense  assurances  to 
Taiwan,  particularly  those  contained  in  the  Taiwan  Relations  Act 
enacted  in  1979.  That  Act  states  that  the  United  States  will  “pro¬ 
vide  Taiwan  with  arms  of  a  defensive  character”  and  will  “maintain 
the  capacity  of  the  United  States  to  resist  any  resort  to  force  or 
other  forms  of  coercion  that  would  jeopardize  the  security,  or  the 
social  or  economic  system,  of  the  people  on  Taiwan.”7  Taiwan’s  suc¬ 
cessful  conversion  from  authoritarian  rule  to  a  democracy  makes  it 
symbolically  important  to  many  Americans,  and  increases  the  like¬ 
lihood  that  the  United  States  would  commit  its  forces  to  assist  in 
defending  Taiwan  in  a  conflict  with  China.  For  these  reasons,  and 
because  any  cross-Strait  conflict  likely  would  result  in  massive  hu¬ 
manitarian,  economic,  and  political  consequences  throughout  Asia 
and  even  in  other  portions  of  the  world,  it  is  very  important  to  dis¬ 
suade  both  Beijing  and  Taipei  from  taking  steps  that  could  endan¬ 
ger  the  status  quo  and  lead  to  the  outbreak  of  war.  Toward  this 
end,  the  United  States  seeks  to  maintain  a  credible  deterrence  to 
China’s  use  of  force  against  Taiwan,  and,  at  the  same  time,  encour¬ 
ages  Taiwan  to  avoid  rhetoric  and  actions  that  would  inflame 
China  while  simultaneously  “correct!  ing  |  imbalances  in  the  areas  of 
air  and  missile  defense,  and  anti-submarine  warfare.”  Toward  this 
end,  the  United  States  has  offered  to  sell  such  defensive  military 
systems  to  Taiwan.8 

It  is  in  U.S.  interests  to  possess  and  deploy  sufficient  military  ca¬ 
pability  (1)  to  persuade  China  that  the  United  States  can  and  will 
inflict  severe  injury  on  Chinese  forces  and  objectives  if  it  intervenes 
in  a  China-Taiwan  conflict  on  behalf  of  Taiwan,  and  (2 )  to  prevail 
rapidly  and  with  low  costs  in  battle  damage  and  casualties  should 
it  intervene  in  such  a  conflict.  It  also  is  in  U.S.  interests  to  help 
Taiwan  ensure  its  military  is  sufficiently  robust  to  prevent  China 
from  landing  a  knock-out  blow  before  American  military  forces  can 
arrive  and  engage  in  a  defensive  effort. 

Although  there  is  no  evidence  China  has  near-term  aspirations 
to  acquire  the  military  ability  to  project  power  around  the  globe  in 
a  way  that  would  effectively  compete  with  the  United  States,  it  is 
apparent  that  China  is  working  to  increase  its  military’s  reach  in 
the  Asia-Pacific  region  and  beyond.  This  involves  not  only  acquisi¬ 
tion  of  new  naval  and  air  force  weapons  systems  and  capabilities, 
but  also  greater  integration  of  forces  in  the  PLA  to  improve  its  co¬ 
ordination  and  extend  its  reach  beyond  green-water  territories.9 
This  is  not  surprising  given  China’s  growing  international  commer¬ 
cial  and  diplomatic  involvement.  According  to  retired  Admiral  Eric 
McVadon,  “an  emerging  China  wants  to  build  a  military  appro¬ 
priate  to  the  country  that  it  is  becoming.”10 

Increasingly,  Chinese  forces  operate  beyond  China’s  immediate 
coast  and  borders.11  Essentially,  China  is  “at  the  very  beginning 
stages  of  power  projection  capability.”12  Evidence  suggests  that 
Beijing’s  continued  military  development  will  allow  it  to  extend 
power  beyond  the  Taiwan  Strait,13  and  that  this  is  a  Chinese  stra¬ 
tegic  objective.  With  China’s  growing  economic  reliance  on  inter¬ 
national  trade,  and  the  country’s  increasing  dependence  on  im- 
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ported  petroleum,  it  undoubtedly  will  increase  its  efforts  to  protect 
its  sea  lines  of  communication  (SLOCs).14  Cortez  Cooper,  Director 
of  East  Asian  Studies  at  Hicks  and  Associates,  Inc.,  stated  in  his 
testimony  before  the  Commission,  “By  roughly  2020,  Beijing  hopes 
to  be  able  to  focus  on  the  greater  periphery,  particularly  the  Strait 
of  Malacca,  the  Indian  Ocean,  and  the  Persian  Gulf.  This  obviously 
would  require  development  of  a  blue  water  fleet  and  a  strategic 
bomber  force  ...  to  conduct  operations  out  to  that  distance.”15 
China  also  could  take  advantage  of  a  more  advanced  military  to 
threaten  use  of  force,  or  actually  use  force,  to  facilitate  desirable 
resolutions  of  disputes  over  natural  resources  and  territorial  claims 
such  as  those  with  Japan.16 

In  response  to  China’s  military  modernization  program,  the 
United  States  has  realized  the  necessity  of  developing  a  strategy  to 
‘“encourage  China  to  make  the  right  strategic  choices  for  its  people 
while  we  hedge  against  other  possibilities.’”17  As  Peter  Rodman, 
Assistant  Secretary  of  Defense  for  International  Security  Affairs, 
explained  in  his  March  2006  testimony,  hedging  implies  taking  a 
realistic  approach  toward  China’s  military  ambitions,  cooperating 
with  allies  in  the  Asian  region  to  form  a  balance  of  power,  and  en¬ 
suring  that  our  own  military  remains  prepared  for  contingencies 
involving  China.18  Moreover,  hedging  encompasses  the  “measures 
we  can  take  to  reorient  our  global  posture  for  the  opportunities  and 
the  challenges  of  the  21st  century.”19 

James  Thomas,  Deputy  Assistant  Secretary  of  Defense  for  Re¬ 
sources  and  Plans,  underscored  the  fact  that  hedging  is  a  prudent, 
historical  methodology  for  addressing  the  changing  military  capa¬ 
bilities  of  other  countries,  especially  when  their  intentions  are  not 
always  clear. 

China’s  Military  Opacity 

Beijing’s  military  opacity  contributes  to  the  fear  that  China  is  be¬ 
coming  a  growing  threat  in  the  Western  Pacific,  and  possibly  be¬ 
yond.  It  also  raises  the  chances  for  misunderstanding  and  military 
miscalculation.20  According  to  the  U.S.  Department  of  Defense, 
“[t]he  outside  world  has  little  knowledge  of  Chinese  motivations 
and  decision-making  or  of  key  capabilities  supporting  PLA  mod¬ 
ernization.”21  China’s  opacity  has  led  and  will  continue  to  lead  oth¬ 
ers  to  consider  possible  scenarios  for  conflict  and  to  “hedge”  accord¬ 
ingly.22 

A  central  contributor  to  the  opacity  is  China’s  active  policy  of  de¬ 
ception  and  misinformation.23  Dr.  Jacqueline  Newmyer,  Senior  An¬ 
alyst  with  the  Long-Term  Strategy  Project  at  Harvard  University, 
defines  this  policy  as  corresponding  to  the  traditional  Chinese  no¬ 
tion  of  military  power,  shi,  that  uses  intelligence  to  surprise  en¬ 
emies  with  drastic  policy  changes  or  unexpected  attacks.24  To  em¬ 
ploy  this  traditional  stratagem,  China  must  place  a  high  priority 
on  spying  to  increase  its  intelligence  advantage  and  also  prevent 
others  from  collecting  information  about  China;  it  accomplishes 
this  through  “concealment  and  deception.”25 

In  his  testimony  to  the  Commission,  Assistant  Secretary  Rodman 
noted  that  “We  are  caught  by  surprise  by  the  appearance  of  new 
systems  that  suddenly  appear  fully  developed.”26  China’s  active  de¬ 
ception  is  compounded  by  its  unwillingness  to  divulge  information 
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or  engage  the  U.S.  military.  For  example,  China’s  exclusion  of  the 
United  States  from  certain  security  exercises,  such  as  those  in  2005 
with  Russian  forces,  indicates  that  China  is  unwilling  to  reveal 
meaningful  information  and  intentionally  obstructs  U.S.  efforts  to 
achieve  military  transparency. 

As  one  means  of  achieving  greater  Chinese  military  trans¬ 
parency,  some  defense  analysts  advocate  increasing  military-to- 
military  contacts  with  China  that  will  advance  the  exchange  of  in¬ 
formation  and  allow  opportunities  to  collect  data.27  Such  contacts 
have  been  limited  since  the  2001  Chinese  downing  of  a  U.S.  Navy 
EP-3  surveillance  plane  on  Hainan  Island.28  Secretary  of  Defense 
Donald  Rumsfeld’s  October  2005  trip  to  China  produced  an  agree¬ 
ment  to  expand  senior-level  visits  by  defense  officials.29 

In  May  2006,  Admiral  William  J.  Fallon,  the  commander  of  U.S. 
Pacific  forces,  visited  Chinese  military  installations.30  In  June,  As¬ 
sistant  Secretary  Rodman  traveled  to  China  to  discuss  increasing 
military  contacts.31  Later  that  month  a  Chinese  delegation  accept¬ 
ed  an  invitation  to  observe  a  U.S.  military  exercise  known  as  “Val¬ 
iant  Shield”32  and  the  command  ship  of  the  U.S.  Navy’s  Seventh 
Fleet,  the  U.S.S.  Blue  Ridge,  visited  Shanghai.33  Most  recently, 
General  Guo  Boxiong,  Vice  Chairman  of  the  Central  Military  Com¬ 
mission  and  China’s  highest  ranking  general,  visited  the  United 
States  in  July  for  a  week-long  tour,  including  visits  to  the  National 
Defense  University  and  the  Navy’s  Third  Fleet  in  San  Diego.34 
These  may  be  positive  steps,  but  the  Commission  remains  con¬ 
cerned  that,  because  of  the  lack  of  reciprocity  in  access,  they  may 
disproportionately  benefit  the  PLA.  Military-to-military  contacts 
with  China  should  be  calculated  so  that  they  do  not  increase  the 
PLA’s  knowledge  of  U.S.  military  capabilities.  Some  charge  that  in 
the  past  China’s  military  has  not  provided  the  same  level  of  access 
that  it  has  received  from  the  U.S.  military.35  However,  U.S.  armed 
forces  personnel  were  granted  observer  status  for  one  day  in  the 
final  phase  of  China’s  2005  Northern  Sword  military  exercise  in 
Inner  Mongolia — an  exercise  that  involved  roughly  16,000  PLA  per¬ 
sonnel.36 

To  reduce  the  number  of  surprises  the  United  States  encounters 
with  respect  to  new  or  enhanced  Chinese  military  capabilities  and 
activities,  it  will  be  necessary  for  the  U.S.  intelligence  community 
to  increase  its  focus  on  China’s  military;  its  objectives,  doctrine, 
and  strategy;  and  its  modernization  efforts,  and  dedicate  increased 
personnel  and  other  collection  and  analysis  resources  to  this  pur¬ 
pose.  If  the  focus  and  resource  allocation  are  not  commensurate 
with  the  assessment  of  the  threat  China  potentially  poses  as  stated 
in  the  Defense  Department’s  QDR,  the  United  States  should  expect 
repeated — and  unpleasant — surprises  from  China,  some  of  which 
may  pose  significant  threats  to  U.S.  interests. 

China’s  Defense  Expenditures 

China’s  very  substantial  and  rapidly  growing  investment  in  en¬ 
hanced  military  capacity  casts  a  shadow  on  its  self-described 
“peaceful  rise.”  From  1994  to  2004  China’s  publicly  acknowledged 
defense  budget  grew  at  an  average  annual  rate  of  15.8  percent. 
This  March,  Beijing  announced  that  its  2006  defense  budget  is  ex¬ 
pected  to  rise  14.7  percent  from  the  previous  year — from  244  billion 


132 


renminbi  in  2005  to  280  billion  renminbi  ($35  billion).37  However, 
China’s  budget  does  not  include  items  commonly  accounted  for  in 
military  budgets,  including  procurements  of  weapons  abroad;  re¬ 
search  and  development  expenditures;  funding  of  paramilitary 
groups  such  as  the  People’s  Armed  Police;  and  government  sub¬ 
sidies  to  the  defense  industry.38  Taking  into  account  these  missing 
figures  and  other  transparency  problems,  the  Department  of  De¬ 
fense  believes  China’s  total  military  budget  may  be  two  to  three 
times  higher  than  the  announced  amount — in  the  range  of  $70 — 
$105  billion. 

China’s  military  budgetary  picture  is  ultimately  “clouded  by  a 
multitude  of  funding  sources,  subsidies,  and  cutouts  at  all  levels  of 
government  and  in  multiple  ministries.  Real  spending  on  the  mili¬ 
tary,  therefore,  is  so  disaggregated  that  even  the  Chinese  leader¬ 
ship  may  not  know  the  actual  top  line.”40  But  the  salient  fact  is 
that  it  is  growing  substantially  on  a  sustained  basis.  And  it  ap¬ 
pears  that  one  key  reason  is  to  enable  the  Chinese  military  to  ob¬ 
tain  national  objectives  that  run  counter  to  U.S.  interests. 

According  to  a  Defense  Department  specialist  on  China,  the  Ad¬ 
ministration  has  discussed  military  accounting  and  budgeting 
transparency  with  China,  most  notably  when  Assistant  Secretary 
Rodman  traveled  to  Beijing  in  June  2006  for  the  Defense  Consult¬ 
ative  Talks.  The  United  States  encourages  China  to  adopt  inter¬ 
national  standards  for  reporting  military  budgets  and  expenditures 
to  facilitate  the  accuracy  of  estimates  about  China’s  progress  and 
the  nature,  extent,  and  purposes  of  its  military  modernization. 

Domestic  Defense  Industrial  Capacities 

China  works  to  modernize  its  military  and  reduce  reliance  on  im¬ 
ported  military  equipment  and  technologies.41  This  effort  is  ad¬ 
vancing  in  some  ways  while  still  facing  serious  limitations  in  oth¬ 
ers. 

For  decades,  the  productivity,  efficiency,  and  innovation  of  Chi¬ 
na’s  state-owned  defense  industries  lagged  well  behind  Western  de¬ 
fense  industries.  Although  “sweeping  conclusions  about  the  back¬ 
wardness  of  the  [Chinese]  defense-industrial  complex  are  no  longer 
accurate”  because  of  reforms  initiated  in  the  1990’s,  comparably 
sweeping  “claims  about  systemic  reform  are  equally  unwar¬ 
ranted.”42 

Beijing  introduced  “commercialization”  principles  to  some  defense 
industries,  hoping  to  improve  their  capacities43  and  make  them 
more  responsive  to  the  PLA’s  modernization  needs  and  improve  ef¬ 
ficiency.44  Layoffs  and  consolidations  constitute  part  of  the  means 
for  reaching  these  goals.  As  China’s  defense  budget  continues  to 
grow,  so  do  the  resources  and  sales  generated  by  these  companies, 
allowing  them  to  improve  equipment  and  attract  increasingly  quali¬ 
fied  employees.45 

According  to  Dr.  Roger  Cliff,  Senior  Analyst  at  the  RAND  Cor¬ 
poration,  “China’s  defense  industries  are  advancing  increasingly 
rapidly,  and  striving  to  close  the  technological  gap  with  the  United 
States.”46  Research  and  development  (R&D)  capabilities  also  ben¬ 
efit  from  the  heightened  military  spending. 

Additionally,  China’s  emerging  private  sector,  with  growing  ac¬ 
cess  to  Western  equipment,  technology,  and  know-how,  supports 
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the  country’s  defense  modernization  efforts.  According  to  Dr.  Adam 
Segal  of  the  Council  on  Foreign  Relations,  “Chinese  policy  makers 
are  working  to  ensure  that  the  civilian  economy  makes  a  more  di¬ 
rect  contribution  to  defense  modernization  . . .  dismantling  many  of 
the  barriers  between  civilian  and  defense  R&D  . .  ,”47  China  is  par¬ 
ticularly  interested  in  acquiring  Western  civilian  goods  and  tech¬ 
nologies  that  have  military  applications. 

But  China’s  defense  industrial  base  still  has  serious  problems 
and  faces  the  challenge  of  implementing  reforms.  In  addition,  re¬ 
forms  have  not  greatly  increased  competition  within  the  defense 
sector,  further  hindering  innovation  and  accountability.  As  a  result, 
China’s  military  modernization  efforts  are  complicated  and  slowed, 
and  the  financial  resources  China  is  investing  cannot  be  spent  with 
optimum  efficiency. 

Airpower  and  Air  Defense 

The  PLA  Air  Force,  with  more  than  700  combat  aircraft  based 
within  striking  distance  of  Taiwan,49  has  been  described  as  “a  de¬ 
fensive  force  with  offensive  aspirations.”50  Beijing  wants  a  force  ca¬ 
pable  of  muscling  opponents  further  away  from  its  shore  and  the 
vicinity  of  Taiwan  in  the  event  of  a  conflict.51 

Newer,  fourth-generation  aircraft — with  capabilities  equivalent  to 
current  U.S.  or  European  aircraft — constitute  an  increasing  portion 
of  China’s  air  force.52  Its  military  aviation  industry,  drawing  heav¬ 
ily  on  foreign  technologies,  has  “made  more  progress  in  improving 
quality  and  technological  sophistication  of  aircraft  in  recent  years 
than  in  the  previous  decades  ...  a  noteworthy  rate  of  improve¬ 
ment.”53  Reportedly,  China’s  Shenyang  Aircraft  Industry  Company 
and  the  Chengdu  Aircraft  Industry  Company  are  developing  ad¬ 
vanced  fourth  generation  fighters,  including  a  new  twin-engine 
fighter  with  stealth  technology  known  as  the  J-12  expected  to  have 
many  of  the  capabilities  of  the  fifth-generation  F/A-22.54  These 
planes  could  be  flying  for  the  PLA  Air  Force  by  2015. 55 

China  continues  to  turn  to  Moscow  for  tactical,  maritime,  and 
multi-role  aircraft  and  other  aviation-related  technology.56  For  ex¬ 
ample,  Russia  continues  to  supply  China  with  fourth  generation 
Su-30MK2  and  Su-30MKK  aircraft,57  and  provides  to  the  PLA 
Navy  advanced  multi-role  helicopters.58  Beijing  may  also  be  inter¬ 
ested  in  the  Russian-made  Tu-22M-3/  BACKFIRE  bomber  which 
could  improve  China’s  sea-denial  and  -control  ability  and  allow  it 
to  target  U.S.  facilities  on  Guam,  based  on  its  reported  combat  ra¬ 
dius.59 

Mr.  Cooper  explained  to  the  Commission  that  China  is  acquiring 
or  developing  aerial  refueling  capabilities,  airborne  targeting  capa¬ 
bilities,  and  over-the-horizon  radars.60  It  also  has  advanced,  Rus¬ 
sian-made  SA-10  and  SA-20  surface-to-air  missiles  on  its  side  of 
the  Taiwan  Strait  and  is  expected  to  field  the  Russian  S-300PMU2 
surface-to-air  system  this  year.61  The  S-300PMU2  has  an  extended 
range  allowing  China  to  engage  targets  over  Taiwan.62  Despite 
these  improvements  and  acquisitions,  Cooper  maintained  that  the 
PLA  Air  Force  will  not  be  able  to  project  power  beyond  Chinese  ter¬ 
ritory  and  the  near  periphery,63  especially  without  the  development 
of  a  strategic  bomber  force. 
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The  Chinese  have  fielded  unmanned  aerial  vehicles  and  the  PLA 
operates  them  at  the  company  and  squad  levels64  to  provide  “addi¬ 
tional  options  for  long-range  reconnaissance  and  strike  [capabili¬ 
ties].”65  China’s  special  operations  forces  also  employ  unmanned 
aerial  vehicles,  or  drones66  and  the  PLA  reportedly  has  a  unit  that 
monitors  U.S.  drones  operating  in  Afghanistan67  while  simulta¬ 
neously  developing  its  own  Predator  1-sized  drones.68 

These  developments  in  China’s  air  power  will  make  it  more  dif¬ 
ficult  and  costly  for  the  United  States  to  prevail  over  China  if  it 
intervenes  in  the  event  of  a  conflict  between  China  and  Taiwan, 
but  there  appear  to  be  few  other  notable  implications  for  the 
United  States. 

Ground  Forces 

The  PLA  has  been  downsizing  its  traditional  ground  forces  while 
improving  technology  and  equipment  to  enhance  the  level  of  unit 
efficiency  and  capability.  China’s  ground  forces  number  approxi¬ 
mately  1,600,000 — about  200,000  less  than  a  year  earlier  and  a  sig¬ 
nificant  decrease  from  2.2  million  soldiers  ten  years  ago69 — but  still 
more  than  70  percent  of  China’s  total  military  personnel.  These 
ground  forces  consist  primarily  of  18  group  armies,  each  with  an 
approximate  troop  complement  of  30,000  to  65, 000. 70 

A  major  focus  of  PLA  modernization  is  the  replacement  or  im¬ 
provement  of  old  equipment,  including  improvements  to  the  Type 
59/69  tanks  that  comprise  much  of  the  PLA’s  tank  force.  China’s 
Type  63  amphibious  light  tank  has  been  replaced  with  the  Type 
63A  that  has  “a  significant  increase  in  its  amphibious  capabilities 
and  firepower.”71  The  Type  63A  has  an  improved  turret  holding  a 
105mm  rifled  tank  gun,  similar  to  those  on  PLA  main  battle  tanks, 
which  if  stabilized  results  in  a  “fire  on  the  move”  capability  and  an 
increase  in  first-round  hit  probability.72  Overall,  these  light  tank 
enhancements  improve  the  PLA’s  amphibious  resources  that  are  a 
key  factor  in  scenarios  involving  conflict  with  Taiwan. 

PLA  artillery  equipment  includes  approximately  14,000  towed  ar¬ 
tillery  pieces,  1,200  self-propelled  artillery  units,  and  more  than 
2,400  multiple  rocket  launchers.73  Beijing’s  2005  International 
Aviation  Expo  unveiled  the  latest  PLZ05  155mm  self-propelled 
howitzer,  bearing  resemblance  to  the  Russian  MSTA-S  2S19 
152mm  model  and  allegedly  supporting  a  fully  automatic  loading 
system  greatly  improving  efficiency  and  reliability.74 

The  Military  Balance  2006  reports  that  the  PLA  has  only  421 
helicopters,  a  relatively  small  number  given  the  size  of  its  oper¬ 
ational  forces.75  But  China’s  helicopter  production  capabilities  con¬ 
tinue  to  improve.76  Reports  indicate  that  the  Changhe  Aircraft  In¬ 
dustries  Group  and  the  China  Helicopter  Research  and  Develop¬ 
ment  Institute  are  developing  a  third  generation,  dual  seat  attack 
helicopter  referred  to  as  the  WZ-10.77  Changhe  is  reportedly  pro¬ 
ducing  another  helicopter,  the  WZ-11,  capable  of  carrying  anti¬ 
tank  missiles  and  rocket  pods.78 

Exemplifying  the  Chinese  military’s  focus  on  the  Taiwan  Strait, 
the  army  recently  increased  by  25,000  (or  seven  percent)  to  400,000 
the  number  of  troops  in  the  three  military  regions  opposite  Tai¬ 
wan — Jinan,  Nanjing  and  Guangzhou.79  The  PLA’s  main  training 
objectives  appear  related  to  amphibious  operations  such  as  the  Au- 
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gust  2005  Peace  Mission  joint  exercise  with  Russia.  The  amphib¬ 
ious  component  of  this  three-day  exercise  involved  landing  oper¬ 
ations  by  1,000  troops  of  the  combined  PLA  ground,  helicopter,  ma¬ 
rine,  airborne,  and  special  forces  all  exercising  together  (supported 
by  naval  and  air  forces),  albeit  in  small  units  for  short  periods  of 
time  in  limited  areas.80  Based  on  Chinese  media  accounts,  in  2005 
elements  of  two  armored  and  eight  infantry  divisions  (including 
both  active  and  reserve  units)  and  three  infantry  brigades  partici¬ 
pated  in  various  levels81  of  amphibious  training  in  the  Nanjing, 
Guangzhou,  and  Jinan  military  regions.82 

All  these  modernization  steps  are  supportive  of  the  PLA’s  overall 
strategy  of  fighting  “local  wars  under  the  conditions  of 
informationalization”  by  creating  a  more  mobile,  highly-trained, 
and  responsive  force.  Central  to  this  strategy,  ground  forces  focus 
on  training  for  electronic  and  information  warfare  and  long-range 
precision  strikes  through  joint  forces  cooperation.83 

Naval  Forces 

It  appears  that  China’s  short-term  objectives  for  naval  mod¬ 
ernization  correlate  to  China’s  goal  of  acquiring  the  ability  to  frus¬ 
trate  potential  adversaries  such  as  the  U.S.  Navy  and  deny  the 
ability  of  its  adversaries  to  operate  in  areas  vital  to  China’s  inter¬ 
ests  such  as  the  Taiwan  Strait.  Currently,  China  is  hindered  in 
achieving  this  goal  by  the  lack  of  a  strong,  reliable  fleet.  The  PLA 
Navy  includes  fewer  than  twenty  ships  possessing  limited  anti-air 
warfare  defense  systems  and  believed  “capable  of  operating  in  an 
early  21st-century  naval  environment.”84 

China’s  maritime  strategy  relies  on  submarines  to  patrol  the 
coastal  waters,  blockade  the  Taiwan  Strait,  and  deter  foreign  na¬ 
vies  from  operating  in  the  region  in  the  event  of  a  conflict.85  Con¬ 
sequently,  China  continues  to  expand  and  improve  a  submarine 
fleet  that  is  considered  the  PLA  Navy’s  most  “potent  strength.” 
China  should  have  approximately  30  modern  submarines  in  oper¬ 
ation  by  20  07. 86  Specifically,  China  serially  produces  the  Song-class 
diesel  submarine  and  according  to  the  Department  of  Defense  has 
completed  or  nearly  completed  developing  newer  nuclear  attack 
and  ballistic  missile  submarines.87  For  example,  the  Shang-class 
(Type  093)  nuclear  attack  submarine  is  now  entering  operation.88 
China  is  also  procuring  a  second  delivery  of  more  modern  Russian 
Kilo- class  submarines.89  (With  the  deployment  of  the  newer  sub¬ 
marines,  China’s  Ming-  and  Romeo-class  submarines  likely  will  be 
decommissioned.90) 

China  has  placed  a  priority  on  modernizing  its  destroyer  and 
frigate  fleets  and  the  PLA  Navy’s  surface  fleet  is  steadily  improv¬ 
ing,  both  qualitatively  and  quantitatively.91  China  received  its  first 
Sovremenny  II- class  destroyer  from  Russia,  with  a  second  expected 
by  the  end  of  the  year.92  Mr.  Cooper  predicts  that  by  2007  China 
should  have  more  than  15  modern  frigates  equipped  with  upgraded 
air  defense  systems.93  By  2008  the  PLA  Navy  should  be  able  to  ex¬ 
tend  short-term  sea-denial  operations  roughly  400  nautical  miles 
from  its  shoreline.94  The  PLA  Navy  may  be  able  to  conduct  these 
operations  for  several  straight  weeks  by  the  end  of  the  decade.95 

Looking  toward  the  future,  China  may  seek  to  extend  its  naval 
capacities  to  its  “greater  periphery”  that  encompasses  portions  of 
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the  Indian  Ocean,  the  Persian  Gulf,  and  the  Strait  of  Malacca.96 
Should  China  wish  to  extend  its  naval  reach  westward  to  protect 
its  energy-related  interests  in  the  Middle  East  or  Africa,  it  would 
require  a  reliable  blue-water  fleet,  possibly  including  aircraft  car¬ 
riers  and  a  long-range  bomber  force.97  Mr.  Cooper  estimates  that 
by  2020  China  could  have  a  fleet  in  place  to  accomplish  this  objec¬ 
tive.98 

One  of  the  presumed  requirements  of  a  blue-water  fleet  is  one  or 
more  operational  aircraft  carriers.  China  appears  interested  in  de¬ 
veloping  one  indigenously.99  It  also  recently  repainted  its  Soviet- 
era  Kuznetsov- class  carrier  with  PLA  Navy  markings  and  refur¬ 
bished  its  electrical  systems  and  the  flight  deck.100  Whether  or  not 
this  will  become  China’s  first  operational  carrier  remains  to  be 
seen;  in  any  event,  PLA  Navy  technicians  use  the  ship  to  study  car¬ 
rier  construction  and  design.101 

Missiles 

China  continues  to  make  significant  strides  in  modernizing  and 
enlarging  its  missile  forces.  Currently,  there  are  at  least  ten  types 
of  ballistic  missile  systems  that  are  either  operational  or  under  de¬ 
velopment.102  China’s  longer-range  missiles  can  target  locations  be¬ 
yond  the  Pacific  region;  the  CSS-4  can  target  portions  of  the  conti¬ 
nental  United  States.103  In  addition,  Beijing  continues  to  improve 
its  older  intercontinental  ballistic  missiles  (ICBMs)  and  seeks  to 
field  increasingly  mobile,  accurate,  and  survivable,  and  therefore 
more  credible,  ICBMs.104  Some  of  these  include  significant,  newer 
systems  that  will  become  operational  within  the  next  four  years, 
such  as  the  DF-31  and  DF-31A  ICBMs  as  well  as  the  sea-launched 
JL-2  105  carried  aboard  the  Jin- class  (Type  094)  submarine.106  Ac¬ 
cording  to  Assistant  Secretary  Rodman,  China’s  newer  “longer- 
range  [missile]  systems  will  reach  many  areas  of  the  world  ...  in¬ 
cluding  virtually  the  entire  continental  United  States.”107  Due  for 
deployment  in  2007,  the  DF-31A  will  be  the  first  Chinese  ICBM 
capable  of  hitting  Washington,  DC.108 

China  has  an  increasingly  accurate  and  lethal  short-range  bal¬ 
listic  missile  force  arrayed  against  Taiwan  that  could  complicate 
U.S.  military  planning  and  operations  in  the  area.109  Nearly  800 
Chinese  short-range  ballistic  missiles  are  stationed  near  Taiwan 
and  during  the  past  several  years  the  number  of  these  missiles  has 
increased  by  about  100  missiles  a  year.110  The  newer  generation 
missiles  have  greater  range  and  accuracy.111 

China  is  also  making  strides  in  the  cruise  missile  sector.  It  is  de¬ 
veloping  first  and  second  generation  conventionally  armed  land-at¬ 
tack  cruise  missiles,  which  eventually  could  be  armed  with  nuclear 
payloads.112  The  PLA  Navy  and  its  Naval  Air  Force  have  obtained 
or  are  in  the  process  of  obtaining  roughly  a  dozen  types  of  anti-ship 
cruise  missiles,  including  the  Russian  SS-N-22/SUNBURN  and 
SS-N-27B/SIZZLER.113  According  to  the  Department  of  Defense, 
China’s  “pace  of  indigenous  [anti-ship  cruise  missile]  research,  de¬ 
velopment,  and  production — and  of  foreign  procurement — has  accel¬ 
erated  over  the  past  decade.114  China’s  new  Shang-class  (Type  093) 
nuclear  attack  submarine  reportedly  will  carry  both  anti-ship  and 
land-attack  cruise  missiles.115 
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Just  as  China  is  working  to  improve  its  missiles,  China  is  mak¬ 
ing  significant  investments  in  its  space  program.  In  October  2005, 
China  conducted  its  second  manned  space  mission,  and  plans  to 
launch  another  manned  mission  in  2007  and  a  lunar  robot  probe 
by  2010. 116 

China’s  military  space  doctrine  is  opaque,  but  some  experts  be¬ 
lieve  that  among  the  goals  for  the  PLA’s  space  program  is  obtain¬ 
ing  space-related  information  dominance  and  the  ability  to  disable 
its  opponents’  space  assets  in  order  to  disrupt  their  space-based  in¬ 
formation  and  navigation  systems  in  the  event  of  conflict.117  Re¬ 
garding  the  first  of  these  two  objectives,  China  is  working  to  de¬ 
velop  advanced  space-based  imagery  and  reconnaissance  systems  to 
aid  its  military.118  These  capabilities  will  serve,  as  they  do  for  the 
United  States,  as  force  multipliers  and  will  make  China’s  armed 
forces  more  competitive  and  lethal.  With  regard  to  the  second  space 
objective,  there  is  evidence  suggesting  that  China  “is  developing 
the  capacity  to  deny  . . .  [the  use  of  space]  to  others  . . .  [and  has] 
at  least  one  ground-based  laser  anti-satellite  research  and  develop¬ 
ment  program  underway.”  In  September  2006,  U.S.  officials  con¬ 
firmed  that  China,  in  fact,  has  test  fired  such  lasers  at  U.S.  sat¬ 
ellites.120  According  to  the  Department  of  Defense,  “Acquiring  more 
sophisticated  space  systems  will  allow  China  to  expand  the  reach 
of  its  anti-access  forces  and  could  serve  as  a  key  enabler  for  re¬ 
gional  power  projection.121 

Information  and  Cyber-Warfare 

China  is  actively  improving  its  non-traditional  military  capabili¬ 
ties.  Chinese  military  strategists  write  openly  about  exploiting  the 
vulnerabilities  created  by  the  U.S.  military’s  reliance  on  advanced 
technologies  and  an  extensive  C4ISR  infrastructure  it  uses  to  con¬ 
duct  operations.122  China’s  approach  to  exploiting  the  technological 
vulnerabilities  of  adversaries  extends  beyond  destroying  or  crip¬ 
pling  military  targets.  Chinese  military  writings  refer  to  attacking 
key  civilian  targets  such  as  financial  systems.123 

The  Commission  believes  Chinese  intelligence  services  are  capa¬ 
ble  of  doctoring  computer  systems.  It  has  seen  clear  examples  of 
computer  network  penetrations  coming  from  China,  some  of  which 
were  publicized  in  the  “Titan  Rain”  expose  that  received  substan¬ 
tial  press  coverage.  In  August  and  September  2006,  attacks  on 
computer  systems  of  the  Department  of  Commerce’s  Bureau  of  In¬ 
dustry  and  Security  forced  the  Bureau  to  replace  hundreds  of  com¬ 
puters  and  lock  down  Internet  access  for  one  month.124 

The  PLA,  leveraging  private  sector  expertise,  steadily  increases 
its  focus  on  cyber-warfare  capabilities  and  is  making  serious  strides 
in  this  field.125  According  to  the  Department  of  Defense,  the  PLA’s 
cyber-warfare  strategy  has  evolved  from  defending  its  own  com¬ 
puter  networks  to  attacking  the  networks  of  its  adversaries  and 
limiting  their  ability  to  obtain  and  process  information,126  and  PLA 
information  warfare  units  are  developing  viruses  to  harm  the  com¬ 
puter  systems  of  its  enemies.127  Such  attacks  would  be  intended  to 
disable  defense  systems  that  facilitate  command  and  control  and 
intelligence  communication  and  the  delivery  of  precision  weap¬ 
ons,128  primary  instruments  for  the  conduct  of  modern  U.S.  war¬ 
fare. 
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China  also  works  to  improve  its  own  C4ISR  capabilities.  For  ex¬ 
ample,  the  PLA  reportedly  has  mobile  command  and  control  cen¬ 
ters  where  commanders  interact  with  frontline  units  through  dig¬ 
ital  wireless  and  satellite  communications  and  gather  additional 
real-time  battlefield  information.129 

Intelligence 

China  is  hungry  to  acquire,  adapt,  and  capitalize  on  the  value  of 
capabilities  and  technologies  available  elsewhere.  Whether  in  the 
military  or  the  commercial  realm,  China  is  willing  to  acquire  and 
exploit  the  knowledge  developed  by  others;  it  will  do  this  legally  if 
possible,  and  otherwise  illegally  by  espionage.  In  this  way  it  saves 
tremendous  sums  it  otherwise  would  have  to  invest  in  research  and 
development;  arguably  more  importantly,  it  shrinks  the  amount  of 
time  necessary  to  transform  an  idea  into  reality. 

In  this  effort,  China  has  established  an  impressively  large 
human  intelligence  apparatus  that  extends  far  beyond  traditional 
military  and  national  intelligence  operations.  For  example,  “. . . 
there  are  between  2,000  and  3,000  Chinese  front  companies  oper¬ 
ating  in  the  United  States  to  gather  secret  or  proprietary  informa¬ 
tion  . .  ,”130  China  also  often  requests  or  requires  its  citizens  who 
are  studying  or  working  in  places  where  they  have  access  to  cut¬ 
ting-edge  research  activities  or  to  technology  development  and  ap¬ 
plication  to  obtain  whatever  information  about  those  activities  they 
can  obtain  and  provide  the  information  to  the  Chinese  government. 
This  poses  a  very  significant  challenge  for  U.S.  counterintelligence 
efforts.  The  number  of  Chinese  exchange  students  and  “specialty 
workers”  entering  the  United  States  each  year  complicates  the  abil¬ 
ity  of  U.S.  immigration  officials  to  track  these  students  and  work¬ 
ers.131  The  Christian  Science  Monitor  reports  that  China’s  espio¬ 
nage  often  depends  upon  “relative  amateurs:  Chinese  students  and 
visiting  scientists,  plus  people  of  Chinese  heritage  living  in  the 
U.S.”  to  gather  small  amounts  of  military  and  economic  data.132 

Recently,  several  indictments  of  Chinese  citizens  for  espionage 
have  spotlighted  China’s  spying  activities  in  the  United  States.  In 
October  2005  in  California,  for  example,  the  Federal  Bureau  of  In¬ 
vestigation  (FBI)  arrested  a  Chinese  man  (a  naturalized  U.S.  cit¬ 
izen)  who  is  an  engineer  for  a  U.S.  defense  firm  and  his  wife  and 
later  arrested  his  brother,  sister-in-law,  and  nephew.  The  FBI 
charged  them  with  illegally  obtaining  and  providing  to  China  sen¬ 
sitive  information  related  to  submarine  propulsion  systems.133 

China  also  cultivates  relationships  with  U.S.  officials  in  policy¬ 
making  positions,  illustrated  by  the  charges  filed  against  former 
Defense  Intelligence  Agency  official  Ronald  Montaperto. 
Montaperto  admitted  he  passed  classified  information  to  Chinese 
intelligence  officials  over  a  22-year  career  in  government,  and  he 
pled  guilty  to  illegally  retaining  classified  documents.134 
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SECTION  2:  THE  EFFECT  OF  U.S.  AND 
MULTILATERAL  EXPORT  CONTROLS  ON 
CHINA’S  MILITARY  MODERNIZATION 


The  Commission  shall  investigate  and  report  on  “ECONOMIC 
TRANSFERS — The  qualitative  and  quantitative  nature  of  the 
transfer  of  United  States  production  activities  to  the  People’s 
Republic  of  China,  including  the  relocation  of  high  technology, 
manufacturing,  and  research  and  development  facilities,  the 
impact  of  such  transfers  on  United  States  national  security, 
the  adequacy  of  United  States  export  control  laws,  and  the  ef¬ 
fect  of  such  transfers  on  United  States  economic  security  and 
employment.” 


Key  Findings 

•  China  makes  a  concerted  effort  to  modernize  its  military  by  ob¬ 
taining  military-related  systems  and  technologies  from  other 
countries,  particularly  Russia.  China  uses  legal  and  illegal 
means,  including  espionage,  to  obtain  such  technologies  from  the 
United  States. 

•  There  is  only  one  full-time  U.S.  export  control  officer  stationed 
in  China  to  verify  that  licensed  U.S.  dual-use  items  are  used  in 
the  location  and  for  the  purpose  for  which  they  are  licensed. 
There  also  is  only  one  full-time  U.S.  export  control  officer  sta¬ 
tioned  in  Hong  Kong  to  verify  that  dual-use  items  licensed  for 
use  there  remain  in  Hong  Kong  and  are  used  as  intended  rather 
than  being  diverted,  possibly  to  China.  As  a  result,  it  is  impos¬ 
sible  to  adequately  oversee  compliance  with  U.S.  export  licensing 
requirements  by  licensees  in  China  or  Hong  Kong.  This  makes 
it  easier  for  militarily-sensitive  U.S.  materials  and  technology  to 
be  misused  or  diverted  without  detection  and  without  penalty  to 
the  licensees  and  thereby  undermines  the  credibility  of  the  ex¬ 
port  control  process. 

•  China,  in  violation  of  a  U.S. -China  agreement,  often  fails  to 
schedule  timely  end-use  inspection  visits  of  dual-use  items  li¬ 
censed  for  export  to  China.  This  frustrates  U.S.  oversight  of  com¬ 
pliance  with  U.S.  export  licensing  requirements  by  licensees  in 
China,  and  makes  it  easier  for  militarily-sensitive  U.S.  materials 
and  technology  to  be  misused  or  diverted  without  detection  and 
without  penalty  to  the  licensees  and  thereby  undermines  the 
credibility  of  the  export  control  process. 

•  Export  controls  are  likely  to  be  substantially  effective  only  if  they 
are  multilateral,  if  there  are  no  notable  sources  of  the  controlled 
goods  and  technologies  who  choose  to  disregard  the  controls,  and 
if  all  source  nations  administer  and  enforce  the  restrictions  effec¬ 
tively.  While  unilateral  controls  may  delay  acquisition  of  con¬ 
trolled  goods  and  technologies  by  targeted  nations,  those  delays 
are  unlikely  to  be  significant  if  a  targeted  nation  is  intent  on  ac¬ 
quisition  and  if  other  nations  possess  and  are  willing  to  make 
available  the  goods  and  technologies. 
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•  The  memberships  of  most  of  the  existing  multilateral  export  con¬ 
trol  regimes  have  not  agreed  that  China  should  be  a  target  of 
their  efforts  and  so  do  not  seek  to  impede  Chinese  acquisition  of 
the  items  and  technologies  of  which  they  try  to  facilitate  and  co¬ 
ordinate  control  by  their  member  nations.  Not  surprisingly, 
therefore,  these  regimes  and  their  controls  play  no  role  in  pre¬ 
venting  China  from  acquiring  items  and  technologies  the  United 
States  believes  are  militarily-critical.  This  highlights  the  fact 
that  effectively  controlling  the  acquisition  of  items  and  tech¬ 
nologies  by  a  particular  nation  requires  multilateral  agreement 
both  that  possession  of  the  items  and  technologies  should  be  con¬ 
trolled  and  that  the  nation  in  question  should  be  a  target  of  the 
controls. 


Concerns  and  Opportunities 


To  bolster  its  armed  forces  and  their  capabilities,  China  makes 
concerted  efforts  to  obtain  foreign  military  and  military-related 
goods  and  technologies  and  tries  to  acquire  these  through  legal  and 
illegal  means,135  including  espionage.  According  to  former  Under 
Secretary  of  Commerce  for  Industry  and  Security  David  McCor¬ 
mick,  “China  has  a  clear  strategy  to  strengthen  its  military  capa¬ 
bilities  by  acquiring  advanced  dual-use  technologies  [those  having 
legitimate  civilian  and  military  uses]  and  incorporating  them  into 
defense  systems.”136  Desired  U.S.  technologies  include  those  capa¬ 
ble  of  improving  China’s  command  and  control,  communications, 
computer,  intelligence,  surveillance,  and  reconnaissance  (C4ISR) 
systems,  radar  systems,  and  maritime  programs.137  Over  the  past 
year  the  United  States  has  convicted  and  sentenced  a  number  of 
individuals  for  illegally  exporting  critical  technology  to  China.  For 
example,  in  May  2006  four  naturalized  U.S.  citizens  originally  from 
China  were  sentenced  in  federal  court  for  illegally  exporting  to  Chi¬ 
nese  state-sponsored  research  institutes  items  that  are  export  con¬ 
trolled  because  of  their  military  criticality,  including  items  used  in 
radars,  smart  weapons,  and  electronic  warfare.138 

It  is  in  the  national  interest  of  the  United  States  that  China’s 


military  forces  not  be  able  to  employ  our  unique,  militarily-critical 
capabilities.  Of  comparable  concern  is  the  possibility  that  China  or 
Chinese  organizations,  were  they  to  acquire  such  technologies  and 
goods,  may  sell  or  transfer  them  to  countries  of  concern  or  to  ter¬ 
rorists.  According  to  a  report  issued  by  the  Department  of  Com¬ 
merce’s  Inspector  General,  “China’s  export  control  system  has  been 
criticized  in  the  past  by  many  western  nations  for  its  insufficiency 
in  controlling  the  exports  of  sensitive  technologies  and  weapons  to 
nations  of  global  and  regional  security  concern.”139 

The  reason  for  some  of  China’s  failures  to  control  such  exports 
is  that  its  export  control  system  is  not  well  developed  and  fails  to 
meet  international  standards,  and  it  simply  lacks  the  ability  to  ef¬ 
fectively  mandate  and  enforce  controls.  But  in  other  cases  it  is  ap¬ 
parent  that  China’s  leadership  for  various  reasons  has  not  desired 
to  control  the  export  or  re-export  of  some  items  and  technologies 
the  United  States  believes  to  be  militarily-critical  and  therefore 
wants  to  keep  out  of  the  hands  of  rogue  nations,  potential  adver¬ 
saries,  and  terrorists.  Even  the  most  effective  national  export  con- 
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trol  system  will  be  effective  in  controlling  only  the  export  of  items 
and  technologies  the  nation’s  government  intends  to  control  to  end- 
users  that  government  does  not  want  to  receive  the  items  and  tech¬ 
nologies.  Given  that  China  appears  not  to  subscribe  to  U.S.  con¬ 
cerns  about  the  availability  of  a  number  of  particular  items  and 
technologies  the  United  States  believes  are  militarily-critical,  nor 
to  some  U.S.  conclusions  about  undesirable  end-users  and  end-uses 
of  those  items  or  technologies  outside  China,  it  should  not  be  sur¬ 
prising  that  China  has  made  no  visible  effort  to  restrain  exports  or 
re-exports  of  those  items  and  technologies  to  those  end-users  and 
end-uses. 

The  challenge  constantly  facing  the  U.S.  government  with  re¬ 
spect  to  its  own  export  control  system  is  to  effectively  prevent 
China  and  other  nations  of  concern  from  acquiring  militarily-crit¬ 
ical  technologies  and  goods  with  military  applications  while  not  un¬ 
necessarily  interfering  with  or  impeding  U.S.  businesses  from  en¬ 
gaging  in  profitable  trade  of  goods  and  technologies  determined  not 
to  pose  significant  security  risks  to  the  United  States.  For  example, 
according  to  former  Under  Secretary  McCormick,  “U.S.  policy 
should  facilitate  sales  of  American-made  semiconductors  to  compa¬ 
nies  in  China  for  use  in  stereos  or  a  child’s  Game  Boy  [video  game], 
but  not  for  advanced  missile  systems  or  submarines.”140 

China  presents  enormous  export  opportunities  for  U.S.  compa¬ 
nies.  Taking  maximum  advantage  of  such  opportunities  is  in  the 
interests  of  individual  companies  and  their  owners  and  workers;  it 
also  is  in  the  national  interest  as  we  confront  the  historically  large 
trade  deficit  with  China  that  shows  no  sign  of  leveling  off.  China 
is  the  fastest  growing  major  export  market  for  U.S.  companies141 
and  U.S. -China  trade  reached  $285  billion  during  20  05. 142  As  a  re¬ 
sult  of  China’s  increasing  market  potential  for  U.S.  exports  coupled 
with  its  rapid  military  modernization,  the  Department  of  Com¬ 
merce  is  reexamining  its  China-related  export  control  policy.  The 
Department  currently  advocates  increased  trade  in  goods  and  tech¬ 
nologies  with  civilian  end  uses  while  at  the  same  time  further  re¬ 
stricting  trade  of  goods  and  technologies  with  military  applications. 

The  Chinese  government  complains  that  current  U.S.  export  con¬ 
trols  are  too  restrictive  and  add  to  the  growing  trade  imbalance. 
“We  hope  that  the  U.S.  can  take  concrete  measures  to  relax  or  lift 
its  restrictions  on  high-tech  exports  to  China,  to  better  address  the 
imbalances  of  China-U.S.  trade,”  explained  a  spokeswoman  for  Chi¬ 
na’s  Foreign  Ministry.143  But  Administration  officials  dismiss  Bei¬ 
jing’s  claims  that  relaxed  controls  would  significantly  reduce  the 
$201  billion  U.S.  trade  deficit  with  China.144  This  argument  is  sup¬ 
ported  by  the  fact  that  the  total  value  of  U.S.  exports  to  China  in 
federal  fiscal  year  2005  was  roughly  $40  billion  and  the  total  value 
of  denied  exports — $12.5  million — was  only  slightly  more  than 
three-hundredths  of  one  percent  of  that  total  value.145 

U.S.  Export  Controls 

Currently,  the  U.S.  export  control  system  involves  numerous  fed¬ 
eral  agencies  in  devising,  supporting,  and  enforcing  a  complex  set 
of  regulations  that  covers  both  military  goods  and  technologies  and 
dual-use  items.146  During  the  final  decade  of  the  Cold  War,  the  Ex- 
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port  Administration  Act  of  1979  provided  the  legislative  authority 
to  control  and  license  the  export  of  dual-use  items.  But  the  Cold 
War  ended — and  with  it,  the  U.S.  security  focus  on  the  nations  of 
the  former  Soviet  Union  and  its  allies.  The  Export  Administration 
Act  (that  controlled  the  export  of  dual-use  goods  and  technologies 
as  differentiated  from  the  arms  or  defense  services — technically  re¬ 
ferred  to  as  “munitions  list”  items — of  which  export  is  controlled 
under  the  Arms  Export  Control  Act)  expired  in  2001,  and  Congres¬ 
sional  efforts  to  update  and  reauthorize  the  Export  Administration 
Act  have  been  unsuccessful.147  In  the  absence  of  the  Export  Admin¬ 
istration  Act,  the  executive  branch  maintains  export  controls  on 
dual-use  goods  and  technologies  based  on  authority  in  the  Inter¬ 
national  Emergency  Economic  Powers  Act,  but  that  Act’s  authori¬ 
ties  are  limited,  and  needed  modifications  to  the  U.S.  dual-use  ex¬ 
port  control  system  cannot  be  made  until  the  Export  Administra¬ 
tion  Act  is  reauthorized. 

The  United  States  maintains  an  embargo  on  the  export  to  China 
of  military-use  goods  and  technologies  and  it  also  controls  the  ex¬ 
port  of  dual-use  items  to  China.148  According  to  the  President  of 
the  Coalition  For  Employment  Through  Exports,  Edmund  Rice, 
“the  U.S.  [munitions  list]  embargo  is  doubtless  contributing  to  the 
U.S.  goal  of  denying  Chinese  access  to  the  most  advanced  U.S.  mili¬ 
tary  technologies.149  But  China  can  and  does  obtain  weapons  and 
technology  from  other  nations  such  as  Russia.  Of  additional  con¬ 
cern,  sometimes  countries  to  which  U.S.  firms  are  permitted  to  sell 
export-controlled,  dual-use  goods  and  technologies  permit  such 
goods  or  technologies  to  be  transferred  to  China.150  Mr.  Rice  ex¬ 
plained  to  the  Commission  that  “only  Japan  has  any  significant 
dual-use  restrictions  for  China,  which  means  China  has  virtually 
unrestricted  access  to  U.S.  dual-use  technologies  through  procure¬ 
ment  in  third  countries.151 

Having  concluded  that  the  current  U.S.  dual-use  export  control 
system  allows  export  to  China  of  certain  U.S.  goods  and  tech¬ 
nologies  that  potentially  can  enhance  China’s  conventional  military 
capabilities,152  the  Department  of  Commerce  has  worked  with  the 
Departments  of  Defense  and  State  and  other  federal  agencies  to  de¬ 
vise  a  new  policy  on  dual-use  export  controls  to  China  with  the  ob¬ 
jective  of  easing  certain  export  restrictions  while  increasing  scru¬ 
tiny  of  key  technology  exports  to  China  that  later  could  threaten 
U.S.  security.153  The  current  draft  of  this  new  policy  requires  U.S. 
exporters  to  secure  a  license  to  export  some  previously-uncontrolled 
items  to  China,  including  certain  computers  and  electronics,  when¬ 
ever  the  exporters  know  or  “have  reason  to  know”  the  items  may 
have  a  military  end-use. 

Improving  End-Use/End-User  Verification 

The  effectiveness  of  U.S.  export  controls  depends  to  a  large  ex¬ 
tent  on  the  ability  of  the  United  States  to  verify  the  legitimate  use 
of  controlled  technologies  that  were  approved  for  export.  To  en¬ 
hance  the  ability  of  the  United  States  to  verify  the  end-use  and 
end-user  of  approved  exports  to  China,  the  two  nations  signed  an 
End  Use  Visit  Understanding  in  April  2004.  Despite  this  agree¬ 
ment  and  continued  consultation  over  end-use  visits,  Beijing  peri- 
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odically  frustrates  U.S.  efforts  to  conduct  end-use  verification  vis¬ 
its.154  Pursuant  to  the  End  Use  Visit  Understanding,  China’s  Min¬ 
istry  of  Commerce  schedules  end-use  visits  requested  by  the  U.S. 
export  control  officer  stationed  in  Beijing.  But  in  violation  of  that 
agreement,  a  majority  of  the  visits  are  not  scheduled  for  more  than 
60  days  after  the  export  control  officer  submits  a  visit  request,155 
and  any  significant  delay  in  conducting  such  visits  affords  time  for 
misuse  of  a  licensed  item  or  technology  in  ways  that  could  inflict 
damage  on  U.S.  interests,  and  for  concealing  evidence  of  such  mis¬ 
use.  Further,  the  Chinese  Ministry  of  Commerce  usually  provides 
short  notice  to  the  export  control  officer  that  an  end-use  visit  has 
been  scheduled,156  again  increasing  the  difficulty  of  accomplishing 
these  important  visits. 

In  addition  to  these  verification  problems  caused  by  the  Chinese 
government,  the  frequency  and  number  of  end-use  visits  pertaining 
to  approved  dual-use  exports  to  China  are  constrained  by  the  fact 
there  is  only  one  American  export  control  officer  stationed  in 
China.  During  fiscal  year  2005,  the  Beijing-based  control  officer 
conducted  33  end-use  checks.157  But  during  that  same  period  the 
Department  of  Commerce  approved  1,058  applications  for  export  to 
China  of  dual-use  goods  and  technologies.158  In  a  related  matter, 
the  Commerce  Department’s  Inspector  General’s  review  concluded 
that  the  Department’s  end-use  verification  program  in  Hong 
Kong — that  also  depends  on  one  export  control  officer  stationed 
there — does  not  adequately  monitor  the  potential  diversions  of  ex¬ 
port-controlled  items  to  illegitimate  end-uses  or  end-users,  includ¬ 
ing  end-uses  and  end-users  in  China.159  A  larger  pool  of  export  con¬ 
trol  officers  from  which  these  officials  could  be  selected  and  placed 
more  rapidly  when  vacancies  occur  in  either  China  and  Hong  Kong 
could  help  reduce  some  of  the  backlog  created  by  the  Chinese. 

Multilateral  Export  Controls 

Unfortunately,  U.S.  export  controls  are  not  achieving  their  objec¬ 
tives  as  they  apply  to  China;  a  major  reason  is  that,  for  the  most 
part,  U.S.  controls  are  unilateral.  Of  the  world’s  leading  industrial 
and  technological  nations,  the  only  other  nation  that  has  any  sig¬ 
nificant  China-related  dual-use  export  controls  is  Japan.160 

There  are  several  multilateral  export  control  regimes.  But  these 
regimes  are  voluntary,  and  many  of  their  member  nations  do  not 
apply  to  exactly  the  same  set  of  importing  nations  the  export  re¬ 
strictions  on  which  the  members  agree.  Further,  some  regime 
member  nations  operate  more  effective  enforcement  mechanisms 
than  do  others.161 

One  multilateral  regime,  the  Wassenaar  Arrangement  on  Export 
Controls  for  Conventional  Arms  and  Dual-use  Goods  and  Tech¬ 
nologies,  aims  to  increase  regional  and  global  stability  by  encour¬ 
aging  member  states  to  increase  transparency  surrounding  their 
sales  of  arms  and  dual-use  goods  and  technologies.162  By  sharing 
such  information  regarding  their  arms  transfers,  members  hope  to 
prevent  the  accumulation  of  weapons  that  could  increase  tensions 
or  instability.163  However,  “[t]he  decision  to  transfer  or  deny  a 
transfer  of  any  item  is  the  sole  responsibility  of  each  Participating 
[member]  State.164  Therefore,  discrepancies  can  and  do  emerge  be- 
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tween  the  national  export  control  policies  of  the  member  states.  For 
example,  Wassenaar  members  have  not  agreed  that  China  should 
be  a  target  of  its  controls,  and  therefore  the  regime  does  not  sug¬ 
gest  that  its  members  should  restrict  exports  to  China  of  semicon¬ 
ductor  manufacturing  equipment  that  can  be  used  to  improve 
weapons  systems165 — restrictions  that  the  United  States  imposes 
unilaterally. 

After  China’s  1989  Tiananmen  Square  crackdown,  the  European 
Council,  meeting  in  Madrid,  agreed  to  impose  an  embargo  on  arms 
exports  by  European  Union  (EU)  nations  to  China.  By  imposing 
this  embargo,  the  Council  sought  to  express  its  disapproval  of  Chi¬ 
na’s  crackdown.166  The  EU’s  arms  embargo  prohibits  export  to 
China  of  lethal  equipment  and  systems.  It  is  binding  on  all  EU 
member  nations,  but  its  precise  scope  and  coverage  is  vague  and 
interpretations  of  its  restrictions  vary.  As  a  result,  some  EU  mem¬ 
ber  nations  have  exported  significant  “nonlethal”  military  items 
and  technologies  to  China  during  the  embargo,  including  1)  mili¬ 
tary  helicopters;  2)  fire  control  radars;  3)  aircraft  engines;  4)  sub¬ 
marine  technology;  and  5)  airborne  early  warning  systems.167  Dur¬ 
ing  2004,  EU  governments  approved  the  sale  of  over  $400  million 
in  defense  exports  to  China.168 

Despite  loopholes  through  which  EU  nations  have  exported  cer¬ 
tain  technologies  to  China,  the  EU  embargo  coincides  with  and 
makes  a  substantial  contribution  to  U.S.  security  interests  because 
it  complements  U.S.  export  controls  and  other  restrictions  directed 
at  China.  Over  the  past  few  years,  there  have  been  calls  by  some 
European  countries  to  lift  the  embargo,  and  China  vigorously  lob¬ 
bies  Brussels  to  repeal  it.  This  would  be  a  very  damaging  action. 
According  to  the  Pentagon,  lifting  the  embargo  could  “remove  im¬ 
plicit  limits  on  Chinese  military  interaction  with  European  mili¬ 
taries,  giving  China’s  armed  forces  broad  access  to  critical  military 
‘software’  such  as  management  practices,  operational  doctrine  and 
training,  and  logistics  expertise.”169  In  addition,  repealing  it  would 
send  the  wrong  message  to  Beijing  about  its  human  rights  record 
and  increase  military-related  exports  to  China,  which  could  alter 
the  cross-Taiwan  Strait  military  balance.170 

To  date,  the  EU  has  retained  the  embargo — partly  as  a  result  of 
its  displeasure  with  China’s  passage  in  March  2005  of  the  Anti-Se¬ 
cession  Law  authorizing  use  of  force  to  prevent  Taiwan  from  de¬ 
claring  independence,  partly  as  a  result  of  energetic  diplomatic  ef¬ 
forts  by  the  Administration,  and  partly  as  a  result  of  Congressional 
threats  to  enact  legislation  prohibiting  European  firms  from  par¬ 
ticipating  in  weapons  systems  projects  with  the  United  States  or 
from  being  given  access  to  U.S.  leading-edge  military  technology. 

The  bottom  line  with  respect  to  export  controls  is  that  while  uni¬ 
lateral  controls  may  delay  acquisition  of  controlled  goods  and  tech¬ 
nologies  by  targeted  nations,  those  delays  are  unlikely  to  be  signifi¬ 
cant  if  a  targeted  nation  is  intent  on  acquisition  and  if  other  na¬ 
tions  possess  and  are  willing  to  provide  the  goods  and  technologies. 
As  a  corollary,  export  controls  are  likely  to  be  substantially  effec¬ 
tive  only  if  they  are  multilateral,  if  there  are  no  notable  sources  of 
the  controlled  goods  and  technologies  who  choose  to  disregard  the 
control,  and  if  all  possible  source  nations  administer  and  enforce 
the  restrictions  with  uniform  effectiveness.  While  there  are  other 
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reasons  a  nation  such  as  the  United  States  may  choose  to  impose 
unilateral  export  controls  or  embargos  on  a  nation  such  as  China, 
which  may  include  a  determination  that  such  restrictions  are  mor¬ 
ally  necessary,  no  nation  should  do  so  in  the  belief  that  unilateral 
restrictions  will  significantly  impede  the  targeted  nation;  that  is 
very  unlikely  to  be  true  unless  the  nation  imposing  controls  is  the 
sole  source  of  the  restricted  goods  and  technologies. 

SECTION  3:  THE  MILITARY  BALANCE  ACROSS  THE 
TAIWAN  STRAIT 


The  Commission  shall  investigate  and  report  on  “REGIONAL 
ECONOMIC  AND  SECURITY  IMPACTS— The  triangular  eco¬ 
nomic  and  security  relationship  among  the  United  States,  [Tai¬ 
wan],  and  the  People’s  Republic  of  China  (including  the  mili¬ 
tary  modernization  and  force  deployments  of  the  People’s  Re¬ 
public  of  China  aimed  at  [Taiwan]),  the  national  budget  of  the 
People’s  Republic  of  China,  and  the  fiscal  strength  of  the  Peo¬ 
ple’s  Republic  of  China  in  relation  to  internal  instability  in  the 
People’s  Republic  of  China  and  the  likelihood  of  the  external- 
ization  of  problems  arising  from  such  internal  instability.” 


Key  Findings 

•  The  cross-Strait  military  balance  of  power  currently  substantially 
favors  the  mainland.  China  possesses  advanced  aircraft,  sub¬ 
marines,  surface  vessels,  and  ballistic  missiles,  in  greater  quan¬ 
tities  and,  in  many  cases,  equal  or  greater  sophistication  than 
Taiwan’s.  In  an  all-out  conflict  between  the  two,  Taiwan,  if  rely¬ 
ing  only  on  its  own  capabilities,  would  be  unable  to  prevent 
China  from  ultimately  realizing  its  objectives. 

•  Taiwan  is  growing  increasingly  dependent  on  the  threat  of  inter¬ 
vention  from  the  United  States  to  deter  China  from  initiating 
hostile  action  against  Taiwan,  and  on  U.S.  intervention  to  sur¬ 
vive  any  attack  or  invasion  China  launches. 

•  The  People’s  Liberation  Army  (PLA)  Navy’s  surface  vessel  and 
submarine  force  is  capable  of  considerably  delaying  the  arrival  of 
any  naval  force  that  might  attempt  to  intervene  in  a  Taiwan  cri¬ 
sis  and  degrading  its  combat  power.  However,  the  lack  of  an  inte¬ 
grated  command,  control,  computer,  intelligence,  surveillance, 
and  reconnaissance  (C4ISR)  architecture  currently  precludes  the 
PLA  from  effective  joint  targeting  of  a  carrier  battle  group.171 

•  There  is  substantial  agreement  among  experts  that  a  “window  of 
vulnerability”  will  exist  between  2008  and  2015  for  U.S.  forces 
that  likely  would  be  involved  if  the  United  States  made  a  deci¬ 
sion  to  intervene  militarily  in  a  pre-conflict  China-Taiwan  crisis 
or  in  a  China-Taiwan  conflict.  Many  of  the  Chinese  moderniza¬ 
tion  programs  focused  on  Taiwan,  including  weapons  systems 
such  as  submarines,  destroyers,  cruise  missiles,  and  maneuver- 
able  ballistic  missiles,  and  advances  in  C4ISR  and  targeting,  will 
be  deployed  around  or  soon  after  2008,  while  some  U.S.  capabili¬ 
ties  to  defeat  these  advances,  such  as  ballistic  missile  defenses, 
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littoral  strike  assets,  and  an  integrated  anti-submarine  warfare 
network,  probably  will  not  become  operational  until  approxi¬ 
mately  2015.  This  will  decrease  the  deterrent  effect  of  the  possi¬ 
bility  of  U.S.  intervention  in  a  China-Taiwan  conflict,  and  will  in¬ 
crease  the  cost  to  the  United  States  of  intervening. 

•  The  speed  and  force  with  which  a  U.S.  force  could  respond  to  a 
Taiwan  crisis  will  be  affected  by  the  degree  to  which  it  can  se¬ 
cure  access  to  bases  and  ports  in  the  region.  Access  to  such  facili¬ 
ties  in  Japan,  Singapore,  and  Philippines  would  be  especially  im¬ 
portant. 

•  Despite  disagreement  within  the  Legislative  Yuan,  the  Taiwan 
government  is  committed  to  its  own  defense  and  is  taking  meas¬ 
ures  to  improve  its  deterrent  posture.  It  has  begun  development 
of  an  indigenous  surface-to-surface  missile  and  is  seeking  to  pur¬ 
chase  greater  numbers  of  F— 16  fighter  aircraft  from  the  United 
States. 

China  repeatedly  has  made  it  clear  that  the  matter  of  Taiwan  is 
an  extremely  high  priority.  It  considers  Taiwan  to  be  “an  inalien¬ 
able  part  of  China,”  and  steadfastly  seeks  to  isolate  Taiwan  from 
the  international  community  using  political  and  economic  means. 
The  Chinese  leadership  also  frequently  reiterates  its  willingness  to 
use  military  force  against  Taiwan  if  it  perceives  Taiwan  to  have 
moved  too  far  toward  independence.  In  March  2005,  to  the  dis¬ 
pleasure  of  much  of  the  international  community,  the  National  Peo¬ 
ple’s  Congress  enacted  the  Anti-Secession  Law  that  codified  the  au¬ 
thority  China  claims  to  use  force  to  counter  any  move  by  Taiwan 
toward  separation  or  independence.  China  demonstrates  its  seri¬ 
ousness  on  this  topic  by  maintaining  and  constantly  improving  and 
expanding  its  military  capability  to  threaten  Taiwan  with  blockade, 
strike,  or  invasion  in  order  to  deter  or  coerce  Taiwan  from  seeking 
de  jure  independence,  which  continues  to  be  one  of  China’s  top 
strategic  priorities.  In  its  2004  National  Defense  White  Paper,  the 
Chinese  government  asserts  that  “the  separatist  activities  of  the 
“Taiwan  independence”  forces  have  increasingly  become  the  biggest 
immediate  threat  to  China’s  sovereignty  and  territorial  integrity 
as  well  as  peace  and  stability  in  . . .  the  Asia-Pacific  region  as  a 
whole.” 172 

The  PLA  Strategy 

In  seeking  to  prevent  Taiwan  from  moving  toward  or  achieving 
independence,  the  PLA  has  developed  a  number  of  strategies  and 
associated  capabilities  that  will  allow  it  to  escalate  the  threat  or  ac¬ 
tual  degree  of  conflict  as  it  sees  fit.  In  addition  to  the  physical 
threat  created  by  this  buildup,  a  component  of  the  strategy  is  to 
influence  Taiwan’s  domestic  politics.  The  first  of  these  strategies  is 
deterrence  achieved  by  the  threat  of  imposing  unacceptable  costs 
upon  Taiwan.  As  early  as  the  Taiwan  Strait  Crisis  of  1995-1996, 173 
the  PLA’s  strategic  missile  force,  the  Second  Artillery,  has  deployed 
steadily  increasing  numbers  of  short-  and  medium-range  ballistic 
missiles  in  the  regions  opposite  Taiwan  primarily  as  a  means  of  in¬ 
timidating  Taiwan’s  populace  of  23  million.  Independent  consultant 
Mark  Stokes  explained  in  his  March  2006  testimony  to  the  Com¬ 
mission  that  “the  most  significant  aspect  of  the  missiles  is  political, 
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psychological,  and  strategic  in  nature  . . .  [Their]  primary  purpose 
is  to  intimidate  Taiwan’s  population,  to  prevent  them  from  taking 
actions  deemed  to  be  inimical  to  Beijing’s  interests.” 174  However, 
Mr.  Stokes  also  notes  that  this  build  up  has  been  going  on  for  some 
time  and  should  no  longer  be  surprising. 

The  acquisition  and  development  of  advanced  conventional  and 
nuclear-powered  attack  submarines  and  advanced  surface  vessels 
constitutes  a  second  component  in  this  deterrence  strategy.  The 
PLA  Navy  currently  operates  more  than  two  dozen  advanced  sub¬ 
marines  of  indigenous  and  Russian  origin  as  well  as  dozens  of  older 
submarines  that  are  easier  to  detect  by  sonar,  but  still  very  capa¬ 
ble.175  The  PLA  Navy  also  has  been  modernizing  its  fleet  of  surface 
combatants,  and  introduced  destroyers  and  frigates  in  five  different 
classes  during  the  2005-to-2006  period.176  The  threat  these  pose  to 
Taiwan’s  navy  and  to  regional  commercial  shipping — upon  which 
Taiwan’s  economy  depends — is  very  significant. 

China’s  increasingly  capable  force  of  maritime  and  air  force 
strike  aircraft  is  a  third  and  final  component  to  this  deterrence 
strategy.  Within  the  PLA  Air  Force  and  Navy,  the  ratio  of  newer, 
advanced  aircraft  to  older,  1950s-era  models  is  steadily  increasing. 
Newer  systems  are  equipped  with  the  sensors  and  targeting  pack¬ 
ages  capable  of  launching  cruise  missiles  and  precision-guided 
bombs  against  land  and  sea-based  targets. 177 

If  the  threat  of  force  fails  to  deter  Taiwan,  the  PLA  is  prepared 
to  escalate  tensions  through  the  employment  of  a  blockade  or  “sea- 
denial”  strategy.178  This  could  range  in  severity  from  a  demonstra¬ 
tion  similar  to  that  of  the  1995-1996  Strait  Crisis  where  missiles 
were  fired  into  sea  areas  adjacent  to  Taiwanese  ports,  to  the  actual 
sinking  of  commercial  vessels.  The  objective  would  be  to  reduce  or 
even  cut  entirely  commercial  shipping  to  and  from  Taiwan  in  order 
to  sever  its  economic  lifeline.  Such  action  would  be  “very,  very  det¬ 
rimental  to  Taiwan’s  economy  ...” 179 

Attack  and  invasion  of  Taiwan  is  the  last  and  most  severe  stra¬ 
tegic  option  for  China.  This  scenario  would  most  likely  employ  the 
full  range  of  Chinese  armed  forces,  with  strikes  by  conventionally 
armed  short-  and  medium-range  ballistic  missiles  and  by  PLA  Air 
Force  and  Navy  aircraft,  and  with  raids  by  special  operations 
troops  to  “soften  up”  Taiwan  for  a  full-scale  amphibious  and  air¬ 
borne  assault.180  PLA  doctrine  for  such  an  operation  stresses  quick, 
decisive  strikes  on  command  and  control  nodes  and  other  key  facili¬ 
ties  that  would  paralyze  Taiwan’s  defenses  and  enable  the  inser¬ 
tion  of  a  PLA  force  sufficiently  large  and  capable  to  end  the  conflict 
on  Beijing’s  terms  before  aid  could  arrive.181 

In  both  the  blockade  and  invasion  scenarios,  Chinese  strategists 
believe  that  they  will  likely  have  to  contend  with  U.S.  intervention 
and  perhaps  that  of  the  United  States’  treaty  ally  Japan  in  addi¬ 
tion  to  Taiwan’s  own  armed  forces.182  Thus  the  direction  of  much 
of  China’s  military  modernization  has  been  driven  by  a  strategy  of 
“sea  denial”  to  block  or  impede  access  to  the  immediate  area  sur¬ 
rounding  Taiwan  until  Beijing’s  aims  have  been  achieved.  In  his 
testimony  to  the  Commission,  Mr.  Cortez  Cooper  of  Hicks  and  As¬ 
sociates  Inc.  explains,  “Beijing  is  focused  on  fielding  modern  de¬ 
stroyers,  submarines,  cruise  missiles,  and  maritime  strike  aircraft 
to  deter  or  prevent  an  adversary  for  a  given  period  of  time  in  or 
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above  a  critical  sea  lane  or  maritime  zone  of  maneuver.” 183  Accord¬ 
ing  to  Mr.  Cooper,  China’s  current  capabilities  “could  be  quite  effec¬ 
tive  in  slowing  U.S.  response  to  a  short,  limited  objective  fight  on 
China’s  periphery.” 184  By  2008,  China  will  have  the  capability  to 
conduct  credible  short-term  sea  denial  operations  out  to  roughly 
400  nautical  miles.  By  2010,  it  is  projected  it  will  be  able  to  sustain 
such  operations  for  a  few  weeks.185 

PLA  Force  Modernization  and  Capabilities 

The  direction  of  PLA  modernization  has,  in  large  measure,  been 
driven  by  planning  for  effecting  a  blockade  of  Taiwan  and  an  anti¬ 
access  campaign.  In  order  to  counter  Taiwan’s  armed  forces,  the 
PLA  has  developed  a  number  of  capabilities.  The  first  of  these  is 
the  growing  short-  and  medium-range  ballistic  missile  force.  In  his 
testimony  before  the  Commission,  Mr.  Stokes  stated,  “the  PRC’s 
growing  arsenal  of  increasingly  accurate  and  lethal  conventional 
ballistic  and  land  attack  cruise  missiles  is  a  central  aspect  of  Bei¬ 
jing’s  strategy  against  Taiwan  . . .” 186 

Since  the  Taiwan  Strait  Crisis  in  1995-96,  the  Second  Artillery 
has  deployed  a  growing  number  of  ballistic  missiles  across  the 
Strait  from  Taiwan.  Currently,  the  Second  Artillery  deploys  800 
ballistic  missiles  opposite  Taiwan  in  seven  brigades,  and  is  adding 
to  this  number  at  a  rate  of  100  per  year.187  However,  the  number 
of  missile  transporter-erector-launchers  is  actually  a  better  threat 
indicator,  as  it  provides  “a  more  accurate  reading  of  operational  ef¬ 
fectiveness  in  terms  of  raid  size” — or  the  ability  to  overwhelm  Tai¬ 
wan’s  missile  defense  architecture.188  The  seven  missile  artillery 
brigades  opposite  Taiwan  (out  of  a  PLA  total  estimated  between  16 
and  19) 189  currently  possess  168  to  336  reusable  launchers 190  ca¬ 
pable  of  reloading  every  45  minutes.191 

It  is  reported  that  the  PLA  may  be  deploying  surface-to-surface 
land  attack  cruise  missiles  to  supplement  the  existing  ballistic  mis¬ 
sile  force.  China  may  add  as  many  as  200  DH-10 192  land  attack 
cruise  missiles  to  the  areas  opposite  Taiwan  by  the  end  of  2006. 193 

Chinese  missiles  also  are  increasingly  sophisticated,  accurate, 
and  capable.  There  are  indications  that  a  variety  of  warhead  op¬ 
tions  may  now  be  available,  including  runway-cratering  submuni¬ 
tions,  penetration  warheads  for  hardened  targets,  and  fuel  air  ex¬ 
plosives.194  There  are  also  indications  that  China  is  researching 
electromagnetic  pulse  and  radio-frequency  warheads.195  The 
former,  if  detonated  at  the  proper  altitude,  could  knock  out  much 
or  all  electricity  and  unprotected  electronic  systems  on  the  is¬ 
land.196 

China  is  expanding  its  airborne  heavy-lift  capabilities,  and  is 
showing  increased  interest  in  existing  Russian  aircraft.  In  Sep¬ 
tember  2005,  China  agreed  to  purchase  32  Ilyushin  IL-76  trans¬ 
ports  to  supplement  its  existing  inventory  of  20.  Each  of  these 
transports  can  carry  three  of  China’s  new  airborne  tanks.197 

China  is  indigenously  developing  increasingly  capable  multi-role, 
ground  attack  and  air  superiority  aircraft  and  is  acquiring  others 
from  Russia.  The  J-10,198  a  multi -role  indigenous  aircraft  in  devel¬ 
opment  for  more  than  15  years,  is  finally  being  produced  in  size¬ 
able  numbers.199  It  is  widely  speculated  that  the  design  of  this  air- 
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craft  benefited  from  the  cancelled  Israeli  Lavi  program — which  in 
turn  was  based,  in  large  measure,  on  the  U.S.  F— 16  design.  Simi¬ 
larly,  after  even  longer  developmental  delays,  the  JH-7A200 
ground  attack  aircraft  now  is  being  fielded  to  air  units.  Russian 
multi-role  fighters,  such  as  the  Su-27SK/UBK,  Su-30MKK,  and 
Su-30MK2201  equipped  with  anti-ship  missiles  and  land  attack 
cruise  missiles,  constitute  a  growing  threat  to  Taiwan’s  defenses. 
Regarding  air  defense,  the  PLA  Air  Force  now  can  threaten  aircraft 
over  Taiwan’s  airspace.  The  S-300PMU,  an  antiaircraft  surface-to- 
air  missile  acquired  from  Russia  and  deployed  opposite  Taiwan, 
can  hold  all  aircraft  in  this  region  at  risk,  “denying  the  Taiwan 
Strait  as  an  air  defense  buffer  zone  . . .”  202 

In  addition  to  building  a  force  designed  to  neutralize  Taiwan’s 
defenses,  another  key  driver  of  PLA  modernization  is  a  desire  to 
develop  capabilities  to  support  an  anti-access  strategy.  China’s 
planning  assumption  is  that  U.S.  forces — possibly  supplemented  by 
the  Japanese — will  attempt  to  influence  the  outcome  of  a  Taiwan 
conflict.  The  need  to  delay  such  a  force  and  deny  it  access  to  the 
sea  and  air  spaces  adjacent  to  Taiwan  until  Beijing’s  strategic  or 
military  objectives  have  been  achieved,  is  a  high  priority  in  the 
minds  of  Chinese  strategists. 

In  his  testimony  before  the  Commission  in  March  2006,  Mr.  Coo¬ 
per  outlined  two  pillars  of  China’s  anti-access  strategy.  The  first  is 
its  submarine  force.  While  the  PLA  Navy  currently  operates  more 
than  two  dozen  older,  conventional  submarines,  such  as  the  Ming 
and  Romeo  classes,  it  also  possesses  a  matching  number  of  more 
modern,  quiet  boats.203  The  dozen  Kilo- class  conventional  attack 
submarines  purchased  from  Russia  (11  of  which  have  been  deliv¬ 
ered  204)  constitute  the  backbone  of  this  force.205  The  newer  version 
is  capable  of  firing  advanced  land  attack  and  anti-ship  cruise  mis¬ 
siles,  and  anti-submarine  warfare  rockets,  in  addition  to  its  normal 
complement  of  torpedoes.206  China’s  indigenous  construction  pro¬ 
gram  is  building  four  classes  of  submarines — ranking  it  first  in  the 
world  in  terms  of  the  number  of  different  types  of  boats  in  produc¬ 
tion  simultaneously.207  In  the  event  of  conflict,  locating  80  to  90 
percent  of  only  half  this  fleet  so  it  can  be  neutralized  could  take 
weeks,  leaving  it  able  to  prey  on  naval  forces  allied  with  Taiwan 
and  significantly  slowing  the  arrival  their  aid.208 

The  second  pillar  is  the  surface  force  of  destroyers  and  frigates. 
Chief  among  these  is  the  Sovremmeny- class  destroyer  with  its  su¬ 
personic  anti-ship  cruise  missiles  designed  to  defeat  the  U.S.  Aegis 
defense  system.  Also  in  the  PLA  Navy’s  inventory  are  domestically- 
produced  052  destroyers  equipped  with  an  Aegis-like  radar  system 
and  capable  of  providing  air  defense  for  a  small  squadron  of  ships. 
Looking  toward  the  future,  the  PLA  Navy  is  building  eight  new 
classes  of  indigenous  destroyers  and  frigates,209  among  which  is  a 
destroyer  to  be  equipped  with  a  naval  version  of  the  very  capable 
long-range  S-300  air  defense  system. 210 

A  third  component  of  China’s  anti-access  strategy,  and  one  that 
remains  more  in  the  future,  is  China’s  C4ISR  architecture.  The 
ability  to  coordinate  space,  air,  land,  and  sea-based  assets  in  order 
to  locate,  track,  and  target  the  enemy  is  an  essential  component  of 
modern  warfare,  the  importance  of  which  Chinese  strategists  un¬ 
derstand.  While  China  is  making  significant  progress  on  develop- 
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ment  of  some  individual  systems,  such  as  more  advanced  electro- 
optical  and  synthetic  aperture  radar  satellites;  Aegis-like  air  de¬ 
fense  systems;  shipborne  helicopters  with  data  links;  unmanned 
aerial  reconnaissance  vehicles;  over-the-horizon  radars;  and  air¬ 
borne  early  warning  aircraft  and  fighters  with  limited  airborne 
warning  and  control  capability,  the  PLA’s  ability  to  integrate  these 
systems  remains  limited  and  is  unlikely  to  be  achieved  prior  to 
2012. 211  However,  once  this  is  achieved,  these  integrated  systems 
will  pose  “a  viable  threat”  to  U.S.  and  Japanese  command  and  con¬ 
trol  nodes,  logistics  assets,  and  forward  deployed  forces.212 

It  appears  that  China  has  not  yet  completed  development  of  a 
ballistic  missiles  force  capable  of  targeting  ships  at  sea.  However, 
development  efforts  are  being  pursued  vigorously.213  One  of  Chi¬ 
na’s  newest  missiles  under  development,  the  DF-21C,  may  include 
a  terminal  guidance  system,  enabling  it  to  defeat  terminal  missile 
defenses.214  The  successful  deployment  of  this  missile,  and  short 
range  ballistic  missiles  with  maneuvering  re-entry  vehicles,  would 
constitute  a  fourth  means  of  denying  access  to  sea  and  air  space 
surrounding  Taiwan.215 

Finally,  the  PLA  is  investing  in  deep-water  anti-submarine  war¬ 
fare.  This  is  a  relatively  inexpensive  deterrent  and  provides  a  use¬ 
ful  role  for  the  older  Romeo  and  Ming- class  submarines.216  The 
PLA  is  researching  “a  wide  variety  of  applications  via  varied  deliv¬ 
ery  and  activation  mechanisms,”  such  as  acoustically-activated  and 
remote  control  technology.217 

Taiwan’s  Armed  Forces 

Taiwan  continues  to  improve  its  own  defenses  in  an  effort  to 
deter  possible  hostile  action  by  China  and  to  increase  its  ability  to 
resist  such  action.  It  purchases  most  of  its  weapons  systems  and 
associated  military  equipment  from  the  United  States.  During  the 
past  five  years,  highly  publicized  squabbling  between  the  two  prin¬ 
cipal  political  coalitions  in  Taiwan  has  resulted  in  a  stalemate  with 
respect  to  procurement  of  the  items  in  a  package  of  defensive  major 
weapons  systems  or  modernization  projects  for  current  systems 
that  the  United  States  first  proposed  Taiwan  purchase  in  2001.  Mr. 
Stokes  told  the  Commission  that  “the  most  significant  implication 
is  a  perception  in  the  United  States  that  Taiwan  is  not  investing 
sufficient  resources  in  [its]  defense.  This  is  a  misperception.  Tai¬ 
wan’s  actual  defense  spending  is  $12  billion  a  year,  not  $8  billion, 
[or]  about  3.6  percent  of  GDP  . .  ,218  [T]he  fact  is  that  Taiwan  is 
committed  to  its  defense.”219 

Over  the  last  four  years,  Taiwan  has  spent  $1  billion  on  early 
warning  and  other  defensive  systems  in  order  to  minimize  damage 
from  a  ballistic  missile  attack.  It  has  invested  in  large  UHF  radar, 
tactical  communications  hardening  to  preserve  command  and  con¬ 
trol  capabilities,  and  rapid  runway  repair  to  prevent  the  grounding 
of  its  air  force.220  In  August  2006,  it  accepted  delivery  of  its  second 
pair  of  U.S.-built,  Kidd- class  destroyers.  The  backbone  of  Taiwan’s 
ballistic  missile  defense  is  the  batteries  of  Patriot  Advanced  Capa¬ 
bility-2  missile  interceptors.  Taiwan’s  media  indicate  that  Taiwan’s 
military  has  invested  in  the  development  of  its  own  indigenous  ac¬ 
tive  terminal  missile  defense  interceptor,  possibly  as  an  alternative 
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to  purchase  of  the  U.S. -upgraded  Patriot  Advanced  Capability-3 
missile. 221 

Overall,  it  is  undeniable  that  Taiwan  possesses  a  numerically  in¬ 
ferior  mix  of  modern  and  obsolete  weapons  systems  to  counter  Chi¬ 
nese  forces.  Taiwan’s  surface  vessels  include  Kidd- class  destroyers, 
Perry,  Knox,  and  Lafayette-class  frigates  and  a  host  of  mine¬ 
sweeping  and  patrol  craft.  Its  submarine  fleet  is  very  small  and 
consists  of  only  two,  modern  Zwaardvis-class,  and  two  obsolete 
Guppy-class  conventional  boats,  useful  only  for  training. 

To  defend  its  airspace,  Taiwan’s  frontline  fighter  aircraft  include 
fourth-generation  F-16s  and  Mirage  2000-5s,  and  the  Ching-kuo 
Indigenous  Defense  Fighter.  These  are  supplemented  by  older,  less- 
capable  F-5s. 

In  addition  to  its  ground-based  UHF  early  warning  radar,  Tai¬ 
wan’s  air  force  also  operates  a  handful  of  E-2  Hawkeye  airborne 
early  warning  aircraft  purchased  from  the  United  States,  which 
constitute  the  airborne  component  of  Taiwan’s  C4ISR  architecture 
tasked  to  locate  Chinese  targets  and  vector  Taiwan’s  fighters  to 
them.  The  U.S.  has  also  established  operational  links  with  Taiwan 
to  provide  early  warning  of  Chinese  ballistic  missile  launches.222 

In  order  to  deter  China  by  holding  targets  on  the  mainland  at 
risk,  Taiwan  is  developing  its  own  conventional  missile  force,  in¬ 
cluding  both  land  attack  cruise  missiles  and  a  new  generation  of 
short-range  ballistic  missiles.223 

As  referenced  above,  political  infighting  in  Taiwan  has  been  the 
principal  obstacle  preventing  the  government  from  taking  action  on 
the  components  of  the  package  of  weapons  systems  and  system 
modernizations  approved  for  purchase  by  the  Bush  Administration 
in  April  2001.  These  systems  include  P-3C  Orion  anti-submarine 
aircraft,  conventional  submarines,  and  Patriot  Advanced  Capa¬ 
bility-3  anti-ballistic  missile  systems.224  Each  of  these  systems  is 
designed  to  negate  existing  strengths  in  the  PLA  arsenal  including 
submarines,  surface  vessels,  and  China’s  conventional  ballistic  mis¬ 
sile  force,  respectively.  Taiwan  officials  in  both  party  coalitions  told 
Commissioners  visiting  Taipei  this  summer  that  they  intend  to 
make  progress  on  approving  some  features  of  this  package  before 
the  end  of  the  year,  but  as  this  report  is  being  written  in  October, 
that  does  not  appear  probable.  The  failure  of  the  Legislative  Yuan 
to  take  action  on  the  April  2001  package  complicates  the  issue  of 
U.S.  arms  sales  to  Taiwan.  This  was  evidenced  most  recently  by 
the  Bush  Administration’s  decision  in  October  2006  to  reject  Tai¬ 
wan’s  request  for  additional  F— 16  fighter  aircraft.225 

Could  Taiwan  be  Overrun? 

There  is  no  consensus  of  expert  observers  on  how  rapidly  and  at 
what  cost  the  PLA  would  be  able  to  overcome  Taiwan’s  defenses  if 
China  decided  to  launch  an  all-out  assault.  However,  there  cer¬ 
tainly  is  a  consensus  that  the  military  balance  between  the  two 
tilts  substantially  toward  the  mainland.226  Most  experts  also  agree 
that  while  an  assault  would  likely  prove  very  costly  for  the  main¬ 
land,  China  probably  could  achieve  the  strategic  objective  of  polit¬ 
ical  capitulation  by  Taiwan  if  the  conflict  were  limited  to  the  forces 
of  China  and  Taiwan.  This  makes  the  question  of  whether  the 
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United  States,  and  possibly  Japan,  might  intervene  in  a  China-Tai- 
wan  conflict — and  how,  how  vigorously,  and  how  rapidly  they 
would  engage — of  paramount  importance  in  trying  to  predict  the 
outcome. 

Comparison  of  Chinese  and  U.S.  Armed  Forces 

Chinese  strategists  believe  that  the  United  States  is  likely  to  re¬ 
spond  militarily  on  Taiwan’s  side  in  a  China-Taiwan  conflict.  They 
believe  that  in  such  a  case,  one  or  more  U.S.  carrier  battle  groups 
might  try  to  shield  Taiwan  from  the  Chinese  attack  and  deprive 
the  Chinese  forces  of  the  ability  to  achieve  their  objectives.  Chinese 
strategists  also  understand  that  China  does  not  possess  the  re¬ 
sources  to  compete  with  the  United  States  in  a  force-on-force  arms 
race.227  Hence,  in  the  short-term,  they  are  focused  primarily  on  one 
strategy — sea-denial — and  developing  capabilities  that  support  this 
strategy.  Ballistic  missiles  with  terminal  guidance,  surface  vessels 
with  supersonic  anti-ship  cruise  missiles,  and  attack  submarines 
capable  of  launching  cruise  missiles  while  submerged  constitute 
several  layers  of  counter-carrier  capability  and  would  significantly 
affect  the  speed  with  which  the  United  States  could  respond  in  a 
crisis.228  Regarding  the  PLA  Navy’s  submarine  force,  Mr.  Cooper 
told  the  Commission,  “In  a  protracted  head-to-head  fight  [with  the 
U.S.  Navy],  the  PLA  would  lose  these  submarines;  but  they  could 
be  quite  effective  in  slowing  U.S.  response  to  a  short,  limited  objec¬ 
tive  fight  on  China’s  periphery.” 

However,  the  PLA  is  still  bound  by  significant  limitations,  prin¬ 
cipally  in  the  areas  of  anti-submarine  warfare229  and  C4ISR  inte¬ 
gration.  The  PLA  is  attempting  to  remedy  its  C4ISR  shortfall  by 
developing  indigenous  and  procuring  foreign  systems,  but  it  cur¬ 
rently  lacks  the  architecture  and  systems  integration  required  for 
precision  strikes  necessary  to  attack  and  sink  an  aircraft  carrier.230 

If  the  PLA  can  sustain  its  pace  of  modernization,  in  the  next  dec¬ 
ade  it  is  likely  to  introduce  greater  numbers  of  quieter,  more  lethal 
nuclear  submarines,  and  conventional  submarines  equipped  with 
air-independent  propulsion  allowing  for  longer  submergence;  more 
advanced  fighter,  ground-attack,  airborne  early  warning,  air-to-air 
refueling,  and  heavy  lift  aircraft;  ballistic  missiles  with  terminal 
guidance;  and  perhaps  one  or  two  aircraft  carriers231  or  air  capable 
ships.232  The  PLA  also  is  likely  to  improve  its  deep-water  anti-sub- 
marine  mining  capabilities  and  perhaps  acquire  strategic  bombers 
from  Russia.233  Significantly,  the  PLA  also  is  likely  to  develop  and 
operationalize  an  integrated  C4ISR  architecture  capable  of  joint 
targeting. 

U.S.  armed  forces  arguably  are  the  best  equipped  in  the  world 
by  most  measures.  The  Aegis  radar  air  defense  system  on  U.S.  sur¬ 
face  vessels,  Seawolf-  and  Virginia- class  nuclear  submarines, 
space-based  assets,  and  airborne  early  warning  aircraft,  among 
other  systems,  continue  to  be  “the  gold  standard”  in  their  respec¬ 
tive  categories.  U.S.  joint  targeting  and  precision-strike  capabilities 
are  unmatched,  made  possible  by  an  integrated  C4ISR  architecture 
connecting  aircraft,  ships,  satellites,  and  ground  forces  through  a 
variety  of  data  links. 
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U.S.  armed  forces  are  seeking  to  develop  and  implement  en¬ 
hanced  littoral  operations,  effective  theater  ballistic  missile  defense 
capability,  an  integrated  anti-submarine  network,  and  cutting  edge 
air  superiority  and  ground  attack  aircraft.  For  example,  the  intro¬ 
duction  of  the  littoral  combat  ship  and  the  Zumwalt- class 
DDG1000  will  provide  the  U.S.  Navy  with  a  stealthy  force  capable 
of  sophisticated  anti-submarine  warfare  and  fire-support  oper¬ 
ations.  Fielding  the  F/A-22  air  superiority  fighter  and  the  F-35 
Joint  Strike  Fighter,  with  their  stealth,  range,  and  maneuver¬ 
ability,  will  substantially  increase  the  lethality  of  air  and  ground 
attack  operations. 

The  trends  in  both  Chinese  and  U.S.  armed  forces  weapons  and 
ancillary  systems  development  and  the  projected  deployment  dates 
for  these  systems  reveal  a  window  of  vulnerability 234  for  the 
United  States  between  2008  and  2015.  Many  Chinese  moderniza¬ 
tion  programs  focused  on  Taiwan,  such  as  submarines,  destroyers, 
and  cruise  and  maneuverable  ballistic  missiles,  will  be  deployed 
around  2008,  while  some  U.S.  capabilities  to  defeat  a  Chinese  anti¬ 
access  strategy,  such  as  ballistic  missile  defenses,  littoral  strike  as¬ 
sets,  and  an  integrated  anti-submarine  warfare  network,  may  not 
be  ready  for  deployment  until  2015. 235 

RECOMMENDATIONS 

China’s  Military  Modernization 

•  The  Commission  recommends  that  Congress  direct  the  Adminis¬ 
tration  to  engage  in  a  strategic  dialogue  with  China  on  the  im¬ 
portance  of  space  surveillance,  the  military  use  of  space,  and 
space  weapons.  Such  a  dialogue  should  include  strategic  warning 
and  verification  measures. 

•  The  Commission  recommends  that  Congress  instruct  the  Director 
of  National  Intelligence,  working  with  the  Department  of  De¬ 
fense,  to  formulate  and  establish  a  more  effective  program  for  as¬ 
sessing  the  nature,  extent,  and  strategic  and  tactical  implications 
of  China’s  military  modernization  and  development. 

•  The  Commission  recommends  that  Congress  require  the  Depart¬ 
ment  of  Defense  to  include  in  its  annual  report  to  Congress  on 
China’s  military  power  an  assessment  of  U.S.  weapons  systems, 
force  structure,  basing,  doctrine,  and  tactics  in  order  to  maintain 
a  favorable  balance  of  military  power  in  the  region  and  to  ensure 
U.S.  forces  will  prevail  as  rapidly  and  effectively  as  possible  in 
the  event  of  a  conflict  with  the  Chinese  military  over  Taiwan  or 
other  interests  in  the  Asia-Pacific  region. 

U.S.  Export  Controls 

•  The  Commission  recommends  that  Congress  enact  a  new  Export 
Administration  Act  to  clarify  U.S.  export  control  policy  and  the 
U.S.  approach  to  multilateral  export  control  regimes.  The  new 
legislation  should  take  into  account  new  and  emerging  national 
security  threats,  unique  U.S.  technological  advances,  and  global 
trade  developments  since  the  expired  Export  Administration  Act 
was  enacted  in  1979.  It  also  should  establish  strengthened  pen¬ 
alties  against  violators. 
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•  The  Commission  further  recommends  that  Congress  encourage 
the  Administration,  as  it  reviews  U.S.  export  controls  aimed  at 
China,  to  engage  in  substantive  discussions  with  U.S.  companies 
and  business  groups  with  the  objective  of  avoiding  the  imposition 
of  unnecessary  export  burdens  that  do  not  appreciably  enhance 
U.S.  security  interests. 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  engage  in  more  vigorous  diplomatic  activity  at  high 
levels  in  order  to  obtain  multilateral  cooperation  necessary  for  ef¬ 
fective  global  export  controls. 

•  The  Commission  recommends  that  Congress  provide  adequate 
funding  to  support  an  increase  in  the  number  of  initial  and  peri¬ 
odic  follow-up  end-use/end-user  verification  visits  for  exports  li¬ 
censed  to  China  and  Hong  Kong.  This  should  include  increasing 
the  number  of  qualified,  Mandarin-speaking  export  control  offi¬ 
cers  stationed  in  China  and  Hong  Kong. 

•  The  Commission  recommends  that  Congress  encourage  the  Ad¬ 
ministration  to  discuss  with  key  allies  the  establishment  of  a 
multilateral  arrangement  to  ensure  post-shipment  verification  of 
the  status  of  certain  sensitive  technologies  exported  to  China. 

Military  Balance  Across  the  Taiwan  Strait 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  encourage  Taiwan’s  Legislative  Yuan  to  approve  the 
purchase  of  the  remaining  components  of  the  arms  package  of¬ 
fered  by  the  United  States  in  April  2001,  or  alternative  systems 
that  will  enhance  Taiwan’s  defense  capability,  and  that  addi¬ 
tional  arms  requests  from  Taiwan  be  considered  by  the  U.S.  gov¬ 
ernment  on  their  merits. 

Protection  of  Government  Computers  from  Espionage 

•  The  Commission  recommends  that  Congress  examine  the  federal 
procurement  process  to  ensure  that  all  agencies  consider  security 
measures  when  purchasing  computers. 
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CHAPTER  4 


A  CASE  STUDY  OF  THE  AUTOMOTIVE 
INDUSTRY  THAT  ILLUSTRATES 
CHALLENGES  TO  U.S.  MANUFACTURING 
AND  THE  U.S.  DEFENSE  INDUSTRIAL  BASE 


The  Commission  shall  investigate  and  report  on — 

“ECONOMIC  TRANSFERS — The  qualitative  and  quantitative 
nature  of  the  transfer  of  United  States  production  activities  to 
the  People’s  Republic  of  China,  including  the  relocation  of  high 
technology,  manufacturing,  and  research  and  development  fa¬ 
cilities,  the  impact  of  such  transfers  on  United  States  national 
security,  the  adequacy  of  United  States  export  control  laws, 
and  the  effect  of  such  transfers  on  United  States  economic  se¬ 
curity  and  employment.” 

“UNITED  STATES-CHINA  BILATERAL  PROGRAMS— Science 
and  technology  programs,  the  degree  of  non-compliance  by  the 
People’s  Republic  of  China  with  agreements  between  the 
United  States  and  the  People’s  Republic  of  China  on  prison 
labor  imports  and  intellectual  property  rights,  and  United 
States  enforcement  policies  with  respect  to  such  agreements.” 

“WORLD  TRADE  ORGANIZATION  COMPLIANCE— The  com¬ 
pliance  of  the  People’s  Republic  of  China  with  its  accession 
agreement  to  the  world  Trade  Organization  (WTO).” 


Key  Findings 

•  China’s  automobile  production  capacity  already  exceeds  domestic 
demand  by  10  percent  to  20  percent.1  This  overcapacity  is  pro¬ 
jected  to  grow  to  8  million  vehicles  by  2010  and  it  is  very  likely 
that  China  will  begin  exporting  vehicles  to  the  United  States 
within  the  next  five  to  ten  years.  Chinese  industrial  subsidies, 
undervaluation  of  China’s  currency,  discriminatory  tariff  rates, 
tax  breaks,  and  a  host  of  other  unfair  trade  practices  will  make 
the  price  of  Chinese  vehicle  imports  artificially  low  in  foreign 
markets.  The  U.S.  auto  industry  will  find  it  difficult  to  compete 
with  unfairly-priced  imports  and  likely  will  lose  an  additional 
share  of  the  domestic  market. 

•  Serious  intellectual  property  violations  by  Chinese  companies  are 
harming  U.S.  consumers  and  American  manufacturers.  Auto 
parts  are  being  counterfeited,  intentionally  misrepresented,  and 
sold  as  genuine — all  in  direct  violation  of  both  China’s  trademark 
laws,  which  clearly  are  not  being  enforced,  and  China’s  World 
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Trade  Organization  (WTO)  obligations.  American  citizens  are 
being  put  at  risk  as  inferior  Chinese  counterfeit  auto  parts  find 
their  way  under  the  hoods  of  vehicles  driven  on  our  streets,  while 
U.S.  companies  lose  significant  market  share  and  brand  reputa¬ 
tion  to  such  counterfeit  goods. 

•  Chinese  regulations  currently  require  automakers  to  exceed  a  40 
percent  domestic  content  requirement  or  face  higher  tariffs  on 
the  imported  auto  parts.  These  discriminatory  tariffs  pressure 
China-based  auto  assembly  companies  to  use  parts  manufactured 
in  China  rather  than  U.S. -manufactured  parts.  This  violates  the 
promises  China  made,  and  the  legal  obligations  it  assumed,  as 
part  of  its  accession  to  the  WTO.  These  regulations  are  intended 
to  force  U.S.  and  other  manufacturers  to  shift  parts  production 
to  China,  resulting  in  U.S.  manufacturers  losing  business  and 
U.S.  workers  losing  jobs. 

•  China’s  WTO-illegal  trade  practices  are  serving  to  hollow  out  the 
U.S.  manufacturing  base.  The  loss  of  America’s  sophisticated 
manufacturing  capabilities  has  serious  national  security  implica¬ 
tions.  As  the  U.S.  manufacturing  base  diminishes,  the  U.S.  mili¬ 
tary  risks  losing  its  ability  to  easily,  quickly,  and  reliably  procure 
much-needed  weapons  systems,  components,  and  spare  parts. 
With  a  smaller  industrial  base  to  draw  from,  military  leaders  are 
increasingly  concerned  about  maintaining  warfare  capabilities, 
especially  in  the  event  of  actions  not  supported  by  the  People’s 
Republic  of  China. 

•  As  the  U.S.  defense  establishment  becomes  increasingly  reliant 
on  the  private  sector  for  commercial  off-the-shelf  parts  and  com¬ 
ponents,  the  military  risks  losing  control  of  its  supply  chain. 

•  The  problems  with  which  American  car  makers  and  parts  manu¬ 
facturers  are  struggling  exemplify  the  challenges  that  the  U.S. 
industrial  base  faces  as  China  expands  its  industrial  prowess 
and  continues  to  utilize  unfair  trade  advantages. 

Overview 

Within  little  more  than  a  decade,  China  has  gone  from  nearly 
banning  the  private  ownership  of  cars  to  directing  huge  invest¬ 
ments  into  vehicle  production  by  state-owned  auto  manufacturers. 
In  2005  China  produced  nearly  five  times  as  many  motor  vehicles 
as  it  had  produced  annually  in  the  1990’s.2  In  2002  and  2003  alone, 
the  growth  rate  for  auto  sales  exceeded  60  percent.3  China  now 
stands  as  the  second  largest  market  for  vehicle  sales  and  the  third 
largest  vehicle  producer  in  the  world. 

U.S.  auto  assembly  companies  and  parts  manufacturers  alike 
view  China  with  a  mixture  of  enthusiasm  and  alarm.  Businesses 
see  enormous  opportunities  in  the  growing  automobile  market  and 
the  low-cost  manufacturing  base  that  China  has  to  offer.  They  also 
face  a  host  of  unfair  trade  practices  that  are  seriously  affecting  the 
ability  of  American  manufacturers  to  compete  on  a  level  playing 
field.  The  Commission  held  a  hearing  in  Dearborn,  Michigan  in 
July  2006  to  examine  how  the  rise  of  China’s  auto  and  auto-parts 
industries  is  affecting  the  U.S.  industrial  base,  with  a  particular 
focus  on  the  implications  for  American  workers,  investors,  compa¬ 
nies,  and  national  security. 


169 


The  Commission  chose  to  study  the  U.S.  auto  and  auto  parts  in¬ 
dustries  because  of  the  significant  impact  these  industries  have  on 
the  wider  American  industrial  base.  Many  of  the  problems  and 
issues  the  auto  and  auto  parts  sectors  face  are  symptomatic  of  the 
overall  issues  confronting  America’s  industrial  economy. 

China’s  Auto  and  Auto  Parts  Strategy 

Since  China’s  accession  to  the  WTO,  the  Chinese  government  has 
placed  a  growing  emphasis  on  developing  world-class  auto  and 
auto-parts  industries.  Beijing  views  the  creation  of  these  industries 
as  a  fundamental  step  in  achieving  the  technologically  advanced  in¬ 
dustrial  base  it  seeks  to  develop.  The  Chinese  Communist  Party 
has  designated  the  auto  industry  as  a  “pillar  industry”  and  has  for¬ 
mulated  a  number  of  strategies  to  accelerate  its  development.  As 
the  Chinese  government  begins  to  recognize  that  a  strong  auto¬ 
mobile  industry  plays  an  important  role  in  industrial  development, 
the  U.S.  auto  sector  is  declining. 

China’s  tenth  Five-Year  Plan,  adopted  in  2001,  stressed  the  im¬ 
portance  of  establishing  joint  ventures  among  Chinese  and  foreign 
auto  manufacturers  and  suppliers  in  order  to  develop  business  and 
technology  transfer  opportunities.4  As  foreign  companies  grew  re¬ 
luctant  to  share  core  technologies  with  their  Chinese  partners  due 
to  China’s  rampant  IPR  violations,  the  Chinese  government  and 
Chinese  companies  began  using  four  other  key  tactics:  1)  pur¬ 
chasing  companies  with  certain  desired  expertise  in  complex  manu¬ 
facturing,  2)  hiring  engineering  services  firms  to  obtain  key  knowl¬ 
edge  of  product  development  and  new  technology,  3)  co-developing 
new  products  with  foreign  partners,  and  4)  collaborating  with 
major  global  suppliers  willing  to  supply  crucial  components  and 
systems  for  indigenously  manufactured  vehicles.5 

The  latest  Five-Year  Plan — the  eleventh — adopted  in  2006,  iden¬ 
tifies  Chinese  manufacturing  skills  as  an  area  that  requires  addi¬ 
tional  state  support.  Specifically,  this  Plan  states: 

Upgrade  the  Auto  Industry:  Enhance  the  auto  industry’s 
ability  for  independent  innovation;  accelerate  the  develop¬ 
ment  of  auto  engines;  auto  electronics;  and  key  assemblies 
and  parts  that  possess  independent  intellectual  property. 

Give  play  to  the  role  of  mainstay  enterprise  in  increasing 
the  market  share  of  proprietary  passenger  cars  . . .  Guide 
enterprise  to  merge  and  reorganize  during  the  course  of 
competition  so  as  to  form  enterprise  capable  of  producing  1 
million  automobiles  each  year.6 

According  to  Bruce  Belzowski,  Senior  Researcher  from  the  Uni¬ 
versity  of  Michigan’s  Office  for  the  Study  of  Automotive  Transpor¬ 
tation,  “The  Chinese  do  not  seem  to  be  focused  on  internal  expan¬ 
sion  of  the  industrial  sector,  but  instead  see  structural  upgrades  as 
the  goal  for  the  next  five  years.”7  The  auto  industry  is  seen  as  a 
main  driver  of  technological  innovation. 

Other  auto-related  objectives  of  the  current  Five-Year  Plan  in¬ 
clude,  “developing  indigenous  technological  innovation  capabilities 
and  self-controlled  intellectual  property;  reducing  overcapacity  and 
overheated  investment;  and  encouraging  energy  efficient  vehicle 
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technology,”  according  to  John  Moavenzedah,  Executive  Director  of 
the  MIT  International  Motor  Vehicle  Program.8 

The  importance  that  China  places  on  its  vehicle  industry  is  also 
evident  in  the  2004  National  Development  and  Reform  Commission 
report  on  China’s  Automobile  Industry  Development  Policy.  The  re¬ 
port  set  the  standards  for  foreign  ownership,  environmental  protec¬ 
tions,  traffic  safety,  brand  strategy,  foreign  investment,  and  energy 
security.  The  policy  emphasized  the  need  to  restrict  foreign  vehicle 
manufacturers  to  a  maximum  50  percent  stake  in  joint  ventures 
with  a  maximum  of  two  Chinese  partners.9  The  Chinese  govern¬ 
ment  also  places  tariffs  of  25  percent  on  all  imported  vehicles  and 
10  percent  to  15  percent  on  all  auto  parts.  (In  comparison,  the 
United  States  places  a  mere  2.5  percent  tariff  on  both  most  im¬ 
ported  autos  and  most  auto  parts.)  These  and  other  restrictive  poli¬ 
cies  readily  demonstrate  the  “infant  industry”  approach  the  Chi¬ 
nese  government  takes  with  the  auto  industry — protecting  local 
players  until  they  can  compete  on  the  international  market.10 


Chinese  New  Motor  Vehicle  Sales  (in  units) 


2002 

2003 

2004 

Personal  Use  Vehicles 

1,358,908 

2,428,405 

2,786,866 

Commercial  Use  Vehicles 

2,211,540 

2,545,555 

2,873,981 

Total  Motor  Vehicles 

3,570,448 

4,973,960 

5,660,847 

Source:  Department  of  Commerce  Report,  2006 


China  uses  a  variety  of  means  to  stimulate  domestic  auto  sales. 
The  government  subsidizes  gasoline  production  to  hold  its  price 
around  $2  per  gallon.  Regional  and  local  governments  offer  dis¬ 
counted  land  for  factories  and  loans  from  state  banks.11  The  mu¬ 
nicipality  of  Shanghai  even  built  a  $320  million,  state  of  the  art, 
5.4  kilometer  race  track  to  fuel  “car-mania.”  These  moves  and  other 
incentives  have  helped  to  quadruple  the  number  of  passenger  cars 
on  the  road  from  six  million  in  2000  to  nearly  24  million  in  2006. 
In  line  with  Beijing’s  ambitions,  car  sales  rose  54  percent  for  the 
first  quarter  of  2006. 12  These  policies  are  helping  China’s  citizens 
to  leap  from  a  transportation  system  based  on  bicycles  to  one  de¬ 
pendent  on  autos — all  in  the  space  of  a  decade.  With  a  strong  do¬ 
mestic  base,  China  will  achieve  the  economies  of  scale  far  more 
rapidly  that  will  allow  it  to  become  a  global  player  in  the  auto  and 
auto  parts  industries. 

Export -led  growth  has  been  a  major  component  of  China’s  overall 
economic  development  plan  for  several  decades.  China’s  industrial 
strategy  encourages  Chinese-controlled  foreign  partnerships  to  se¬ 
cure  advanced  technology  and  know-how  in  order  to  develop  and 
export  higher  value-added  goods.  Few  industries  illustrate  this 
strategy  better  than  the  Chinese  auto  industry.  Capacity  has  al¬ 
ready  outstripped  domestic  demand  by  10  percent  to  20  percent 
and  China  has  begun  exporting  domestically  manufactured  vehicles 
to  Europe  and  Australia.13  According  to  a  report  by  Robert  W. 
Baird  Limited,  a  London-based  securities  firm,  “exports  should 
grow  substantially  over  the  next  few  years,  with  Chinese  original 
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equipment  manufacturers  pursuing  exports  particularly  aggres¬ 
sively  . . .  Global  original  equipment  manufacturers  (joint  ventures 
with  Western  partners)  have  already  begun  exporting  from  China 
. . .  global  manufacturers  will  likely  begin  exporting  from  the  coun¬ 
try  as  advancements  in  the  local  supply  chain  reduce  costs  and 
allow  more  efficient  production.” 14 

The  Commission  toured  such  a  joint  venture  during  its  June 
2006  fact-finding  trip  to  China.  In  Wuhan,  Dongfeng  Motor  Com¬ 
pany  Ltd.  teamed  up  with  Citroen  and  Peugeot  to  produce  nine  dif¬ 
ferent  models  from  a  single,  fully-integrated  stamping,  welding, 
painting,  and  assembly  line — a  feat  of  engineering  and  just-in-time 
delivery.  Dongfeng  officials  said  that  there  were  no  plans  to  export 
their  product,  but  the  high-end  Citroen  Triumphe  parked  at  the 
end  of  the  assembly  line  seemed  to  tell  a  different  story.  The  car, 
selling  for  $25,000  in  China,  is  priced  far  from  the  reach  of  all  but 
the  wealthiest  drivers  but  would  be  a  strong  competitor  at  that 
price  in  the  United  States  and  Europe. 

China’s  Impact  on  the  American  Auto  Sector 

The  export  of  Chinese  manufactured  vehicles  to  the  United 
States  in  the  near  future  will  further  complicate  the  situation  for 
American  automobile  assemblers.  Chinese  nameplates  have  yet  to 
appear  in  the  American  market,  but  plans  already  are  underway 
to  produce  cars  in  China  and  sell  them  in  the  United  States.  Ex¬ 
perts  predict  that  Chinese  companies  such  as  Geely  Automobile 
Company  and  Chery  Automotive  Company  could  begin  exporting 
vehicles  to  the  United  States  within  the  next  five  to  10  years. 
Chery  Automotive  has  announced  plans  to  export  cars  to  the 
United  States  by  2009. 15  Geely  has  targeted  entering  the  U.S.  mar¬ 
ket  somewhere  between  2009  and  2011. 16 

The  arrival  of  Chinese-produced  cars  in  the  United  States  will 
bring  additional  challenges  to  the  American  Big  Three  (Ford,  Gen¬ 
eral  Motors,  and  the  Chrysler  portion  of  Daimler-Chrysler).  The 
Big  Three  already  have  lost  significant  market  share  to  foreign 
automobile  manufacturers  over  the  last  several  decades.  In  2005 
the  share  of  the  U.S.  market  held  by  Detroit’s  automakers  fell  2.6 
percent  to  just  56.8  percent  overall,  a  record  low.  For  2005,  GM  an¬ 
nounced  domestic  losses  of  $8.6  billion,  its  second  worst  showing  in 
history.  More  recently,  Ford  announced  a  2006  third  quarter  loss 
of  $5.8  billion,  it  worst  quarter  since  1992. 17  Meanwhile,  some  ana¬ 
lysts  expect  Big  Three  production  to  contract  further  in  2006,  their 
volume  replaced  both  by  U.S.-based  Japanese,  Korean,  and  Ger¬ 
man  manufacturers,  and  by  imports.18 

Losses  in  market  share  are  also  having  a  devastating  effect  on 
the  American  parts  manufacturing  community.  Even  though  for¬ 
eign  transplants  have  moved  their  assembly  facilities  into  the 
United  States  and  are  providing  American  workers  jobs  at  these 
plants,  the  U.S.  manufacturing  economy  is  still  losing  out  overall. 
Primarily,  this  is  because  the  Big  Three  source  more  of  their  parts 
from  U.S. -based  manufacturers  than  do  the  foreign  transplants  op¬ 
erating  in  the  United  States.  The  foreign  transplants  also  tend  to 
keep  some  high  value-added  operations — research  and  develop¬ 
ment,  engineering  and  design  and  marketing — back  at  the  head¬ 
quarters  in  Japan,  Korea,  or  Germany.  According  to  the  Level  Field 
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Institute,  “There  are  20  times  more  R&D  workers  in  Michigan 
alone  than  the  14  Japanese  auto  manufacturers  operating  in  the 
U.S.  employ  nationwide.  Ford,  GM,  and  Daimler-Chrysler  spend 
$16  billion  in  research  per  year.  In  Michigan  alone,  65,000  employ¬ 
ees  conduct  research  at  approximately  200  facilities.” 19  A  strong, 
fully-integrated,  U.S.-based  auto  industry  also  supplies  a  greater 
stimulus  to  the  U.S.  industrial  base  than  the  foreign  nameplates 
because  American  car  makers  support  a  larger  number  of  domestic 
producers  than  do  their  foreign  competitors.20 

To  offset  such  current  and  projected  losses,  American  manufac¬ 
turers  have  looked  beyond  the  U.S.  market.  China’s  motor  vehicle 
sales  growth  rate  of  15  percent  and  total  sales  of  5.92  million  vehi¬ 
cles  in  2005  have  justified  the  interest  of  American  auto  manufac¬ 
turers  in  investing  in  China  where  they  thus  far  have  done  very 
well.21  In  2005  General  Motors  became  China’s  leading  auto  sup¬ 
plier,  selling  over  665,000  vehicles  and  capturing  11.2  percent  of 
the  market.  Last  year  Ford  produced  82,225  vehicles  in  China  and 
increased  sales  by  46  percent.22  U.S.  exports  of  cars  and  light 
trucks  to  China  reached  $340  million  in  2005,  up  253  percent  for 
the  year.  China  has  lowered  import  tariffs  and  quotas  that  once 
made  these  kinds  of  sales  impossible  because  it  has  been  required 
to  do  so  as  a  result  of  acceding  to  the  WTO,  although  further  im¬ 
provement  is  still  needed.  Nevertheless,  the  Big  Three’s  plans  em¬ 
phasize  investing  in  Chinese  production  rather  than  attempting  to 
export  to  China  from  U.S.  plants,  resulting  in  creation  of  fewer  jobs 
here  in  the  United  States. 

The  advantages  the  China-based  auto  industry  enjoys  are  plenti¬ 
ful.  Recently,  Beijing  began  offering  low  interest  rates  to  domestic 
carmakers  with  the  stated  intent  of  lifting  the  domestic  market 
share  of  Chinese  nameplates  from  20  percent  to  60  percent.23  Chi¬ 
nese  laws  offer  low  tax  rates  to  foreign  firms  investing  in  China 
and  protect  them  with  import  tariffs  of  25  percent  on  cars  and 
some  auto  parts.  Added  to  that  is  the  huge  subsidy  provided  by  an 
undervalued  renminbi.  Chinese  currency  manipulation  enhances 
the  price  competitiveness  of  all  manufactured  goods  that  are  ex¬ 
ported  to  the  United  States.24  China  also  rebates  its  Value  Added 
Tax  on  products  that  are  exported  from  China,  reducing  costs  an 
additional  17  percent.25 

But  U.S.  automakers  are  facing  a  dilemma.  Currently,  investing 
in  China  seems  to  make  good  business  sense.  Servicing  the  rapidly 
growing  Chinese  market  can  yield  high  profits.  But  with  China’s 
requirements  that  foreign  auto  firms  form  joint  ventures  with  do¬ 
mestic  companies,  and  that  control  of  such  companies  must  rest  in 
Chinese  hands,  U.S.  auto  companies  are  transferring  technology, 
management  acumen,  and  design  and  engineering  know-how  to  po¬ 
tential  competitors.  Soon,  U.S.  manufacturers  will  find  themselves 
competing  against  Chinese  firms  that  they  themselves  have  armed 
with  cutting  edge  skills. 

Fearing  that  Beijing  is  about  to  reverse  the  policy  of  attracting 
foreign  investment  in  autos  by  revoking  the  tax  breaks,  cheap  land, 
and  favorable  loan  terms,  U.S.  auto  companies  are  afraid  to  speak 
out.  Openly  criticizing  the  unfair  trade  practices  that  many  Amer¬ 
ican  businesses  face  in  China  sometimes  has  resulted  in  retaliation 
by  the  Chinese  government.  During  the  Commission’s  June  trip  to 
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Beijing,  Shanghai,  Wuhan  and  Hong  Kong,  American  business  rep¬ 
resentatives  complained  privately  about  a  wide  range  of  Chinese 
government  practices  they  said  discriminated  against  foreigners. 
Yet  none  was  willing  to  be  quoted  about  the  theft  of  intellectual 
property,  arbitrary  tax  and  regulatory  rulings,  the  arbitrary  deci¬ 
sions  of  the  courts,  or  a  host  of  other  problems.  The  reason:  the 
fear  of  retaliation  by  Chinese  authorities  and  the  loss  of  special 
privileges  afforded  foreign  firms.  Indeed,  representatives  of  the  Big 
Three  explained  their  unwillingness  to  testify  at  the  Commission 
hearing  in  Dearborn  by  citing  the  potential  displeasure  of  Chinese 
officials  and  the  possibility  of  retaliation. 

China’s  Impact  on  American  Auto  Parts  Manufacturers 

Many  American  auto  parts  makers  already  are  struggling  to  sur¬ 
vive.  China  ranks  just  behind  Japan  ($16.4  billion)  and  Germany 
($6.7  billion)  in  the  value  of  auto  parts  shipped  to  the  United 
States.  By  contrast,  the  United  States  exported  $55.1  billion  in 
parts  in  2005,  but  nearly  80  percent  of  those  were  bound  for  Mexico 
and  Canada  where  most  were  assembled  into  cars  that  were  ex¬ 
ported  back  to  the  United  States.  In  all,  the  U.S.  imported  $5.4  bil¬ 
lion  in  parts  from  China  in  2005,  10  times  the  amount  of  U.S.  parts 
exported  to  China.26 

China’s  lack  of  effective  intellectual  property  rights  enforcement 
is  also  working  against  many  American  parts  manufacturers  who 
face  the  copying  of  their  products  and  the  theft  of  their  brand 
names.  As  U.S.  manufacturers  shift  production  to  China,  they  are 
forced  to  compete  against  counterfeit  versions  of  their  own  prod¬ 
ucts.  As  Terrence  Keating,  President  of  Accuride  Corporation,  told 
the  Commission,  although  “the  product  may  be  a  duplicate  in  style, 
[the]  quality  of  some  of  the  products  falls  far  short  of  the  standards 
required  to  protect  the  safety  of  the  American  motorist.  The  war¬ 
ranty  claims  filed  as  a  result  of  these  knock-off  products  are  cre¬ 
ating  a  negative  economic  and  safety  impact.”27  He  further  testified 
“that  it  is  very  difficult  to  estimate  the  negative  impact  of  these 
knock-off  products  in  lost  market  share,  damaged  brand  name,  and 
overall  value,  but  it  safe  to  say  that  is  it  very  significant.”28 

On  September  14,  2006  the  United  States,  Canada,  and  the  Eu¬ 
ropean  Union  filed  a  formal  complaint  against  China  in  the  WTO 
over  the  issue  of  25  percent  tariffs  placed  on  some  imported  auto 
parts.  The  complaint  was  filed  after  consultations  with  China  on 
the  matter  broke  down.  The  basis  for  the  complaint  is  that  China 
has  imposed  a  domestic  content  penalty  on  cars  composed  of  more 
than  60  percent  (by  value)  of  imported  parts,  an  action  prohibited 
by  WTO  rules. 

Under  Beijing’s  2004  dictates,  if  a  car  assembled  in  China  is 
composed  of  more  than  60  percent  imported  parts,  a  25  percent  tar¬ 
iff  is  to  be  levied  on  those  parts  rather  than  the  usual  10  percent 
tariff.  This  is  more  than  twice  the  normal  tariff  rate  for  auto  parts, 
but  equal  to  the  tariff  rate  on  a  finished,  imported  car.29  The  high¬ 
er  tariff  appears  to  have  three  purposes:  (1)  to  encourage  the  do¬ 
mestic  sourcing  of  parts  used  by  the  Chinese  auto  industry;  (2)  to 
discourage  the  purchase  of  imported  parts;  and  (3)  to  persuade 
parts  makers  based  in  the  United  States,  Canada,  and  Europe  to 
move  their  operations  to  China.  According  to  U.S.  auto  executives, 
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Chinese  authorities  have  asked  U.S. -based  auto  companies  to  pres¬ 
sure  the  Bush  Administration  to  drop  the  WTO  case. 

There  is  a  growing  exodus  of  American  parts  makers  to  China. 
Joint  ventures  by  auto  assembly  companies  in  China  have  been 
pressuring  U.S.  suppliers  to  relocate  to  China  to  service  factories 
there.  To  further  encourage  investment  by  U.S. -based  parts  manu¬ 
facturers  in  China,  Beijing  imposes  no  joint  venture  requirements 
on  foreign  parts  suppliers  and  does  not  limit  their  equity  positions 
in  any  joint  ventures  in  which  they  are  engaged.  According  to  the 
U.S.  Department  of  Commerce,  most  of  the  world’s  largest  tier  one 
suppliers  (direct  suppliers  of  original  equipment)  already  have  lo¬ 
cated  plants  and  research  facilities  in  China. 

The  continued  shift  of  parts  manufacturing  to  China  will  have 
severe  consequences  for  U.S.  employment.  The  U.S.  Bureau  of 
Labor  Statistics  reported  that  auto  parts  production  in  the  United 
States  accounted  for  743,600  jobs,  or  67.6  percent  of  the  1.1  million 
workers  involved  in  overall  auto  manufacturing  in  2005.  The  parts 
industry  is  already  reeling  from  a  combination  of  imported  parts 
and  production  cut-backs  by  their  biggest  customers — Detroit’s  Big 
Three.  The  Original  Equipment  Suppliers  Association  predicts  a 
decline  of  11  percent  in  employment  in  the  sector  between  2003 
and  2010.  These  losses  would  come  on  top  of  a  huge  industry  con¬ 
solidation  now  underway.  While  there  were  30,000  companies  in 
the  North  American  auto  supply  chain  in  1990,  there  were  just 
8,000  in  2004,  according  to  the  association.30 

These  effects  are  being  felt  throughout  industrial  America.  Young 
workers  entering  the  labor  force  no  longer  see  a  manufacturing  sec¬ 
tor  capable  of  offering  them  reliable  long-term  employment,  several 
witnesses  told  the  Commission.  Furthermore,  U.S.  manufacturers 
competing  against  Chinese  goods  now  have  such  small  margins 
that  they  no  longer  are  able  to  finance  the  training  that  new  work¬ 
ers  need.31  Consequently,  the  average  age  of  the  workforce  in  this 
industry  is  rising  sharply,  and  many  of  its  workers  are  approaching 
their  retirement.32  Mark  Schmidt,  President  of  Atlas  Tool,  Inc.,  tes¬ 
tified  to  the  Commission  that  once  the  skill  sets  of  tool  and  die 
manufacturing  are  lost,  it  will  take  a  major  and  expensive  effort, 
and  a  substantial  period  of  time,  to  reconstitute  those  skills  in 
America.  He  insisted  that  this  loss  will  permanently  damage  the 
defense  industry  and  national  security.33 

Meanwhile,  many  of  those  companies  that  have  survived  are  in 
distress.  More  than  a  dozen  major  U.S.  suppliers  filed  for  bank¬ 
ruptcy  protection  in  2005.  The  largest,  Delphi,  filed  for  Chapter  11 
bankruptcy  protection  in  October  2005  while  the  second  largest, 
Visteon,  received  a  bailout  from  Ford.  Industry  analysts  predict 
that  of  the  800  parts  makers  in  business  in  2000,  only  100  will  re¬ 
main  by  2010  due  to  bankruptcies,  mergers,  acquisitions,  and  mi¬ 
gration  to  other  lines  of  work.34  The  debt  of  twenty  of  the  top  29 
supplier  companies  in  North  America  with  public  debt  carried  junk 
bond  ratings  at  the  end  of  2005,  according  to  an  assessment  by 
Automotive  News.35 

China’s  Impact  on  the  U.S.  Defense  Industrial  Base 

The  weakening  of  the  U.S.  automotive  and  automotive  parts  in¬ 
dustries  is  affecting  the  American  domestic  industrial  base  and  has 
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several  national  security  implications.  For  example  the  industries 
that  produce  Advanced  Technology  Products  are  being  threatened. 
The  average  automobile  contains  18  microprocessors,  a  variety  of 
sensors,  and  other  components  that  require  a  high  degree  of  tech¬ 
nological  know-how.  As  sourcing  for  these  domestic  high  tech  com¬ 
ponents  dwindles,  so  too  does  America’s  high  tech  prowess.  For  Ad¬ 
vanced  Technology  Products36,  in  2005  the  United  States  had  a 
$47  billion  trade  deficit  with  China,  a  30  percent  increase  over 
2004. 37 

American  technical  prowess  also  will  be  affected  by  the  decline 
of  some  companies  and  industries  not  usually  associated  with  Sil¬ 
icon  Valley,  as  the  withering  of  the  U.S.  auto  industry  undermines 
them.  For  example,  Mr.  Schmidt  testified  before  the  Commission 
that  his  family-owned  tool  and  die  shop  has  contributed  to  the  de¬ 
velopment  of  both  the  F/A-22  Raptor  fighter  plane  and  the  Space 
Shuttle  programs.  It  is  under  siege  as  the  auto  industry  reduces 
purchases  of  its  products. 

Because  the  United  States  is  no  longer  capable  of  producing  all 
the  manufactured  goods  it  consumes,  it  has  become  increasingly  re¬ 
liant  on  foreign  nations.  This  dependency  is  the  natural  outcome  of 
an  increasingly  globalized  world.  However,  unfair  trade  practices 
employed  by  foreign  nations  also  play  a  large  part  in  the  decline 
of  U.S.  industrial  capabilities  and  are  undermining  U.S.  national 
security.  China’s  undervalued  currency,  high  import  tariffs,  illegal 
tax  breaks,  joint  venture  requirements,  inadequate  commitment  to 
the  rule  of  law,  and  shoddy  protection  of  intellectual  property  all 
undermine  our  ability  to  maintain  the  robust  and  competitive  in¬ 
dustrial  base  that  our  military  needs  to  operate  securely  and  at  100 
percent. 

America’s  industrial  deterioration  has  had  an  impact  on  the  in¬ 
stitutions  responsible  for  defending  U.S.  national  security.  As  the 
military  has  become  increasingly  reliant  on  the  private  sector  to 
provide  it  with  the  parts  and  components  it  needs  to  operate,  it  has 
exposed  itself  to  the  vagaries  of  the  global  supply  chain.  This  prob¬ 
lem  has  been  exacerbated  as  the  military  has  become  increasingly 
reliant  on  commercial  off-the-shelf  technologies.38  A  loss  of  access 
to  necessary  components  easily  could  diminish  our  ability  to  keep 
our  armed  forces  operational  and  effective.39  China,  which  is  now 
the  source  of  critical  components,  could  damage  the  U.S.  defense 
establishment  by  slowing  the  supply  of  those  components. 

As  Department  of  Defense  policies  increasingly  call  for  reliance 
on  acquiring  and  using  commercial  off-the-shelf  items,  it  becomes 
commensurately  more  difficult  to  comply  with  laws  that  limit  the 
amount  of  foreign  components  in  U.S.  defense  systems — partly  be¬ 
cause  the  domestic  sources  of  such  items  are  disappearing.  For  ex¬ 
ample,  the  Berry  Amendment40  was  intended  to  “restrict  Depart¬ 
ment  of  Defense  expenditure  of  funds  for  supplies  consisting  in 
whole  or  in  part  of  certain  items,  including  textiles  and  certain 
metals,  not  grown  or  produced  in  the  U.S.  and  its  possessions.”41 
As  U.S.  production  capabilities  shift  overseas,  the  components 
available  on  the  open  market  have  become  integrated  into  the  glob¬ 
al  supply  chain.  Consequently,  it  has  become  nearly  impossible  to 
fully  trace  the  origin  of  these  components.  In  an  attempt  to  limit 
costs  and  harness  the  high  level  of  innovation  of  the  private  sector, 
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the  U.S.  defense  establishment  is  exposing  its  supply  chain  to  ele¬ 
ments  beyond  its  control. 

The  growing  amount  of  private  sourcing  for  the  military  also  pre¬ 
vents  the  Pentagon  from  exercising  prudent  inventory  control. 
Brian  Suma  of  the  U.S.  Army’s  Diminishing  Manufacturing 
Sources  and  Material  Shortages  system  testified  before  the  Com¬ 
mission  that  his  agency  is  fighting  a  difficult  battle  against  obsoles¬ 
cence  with  ever  fewer  resources.  As  many  of  the  Army’s  traditional 
suppliers  go  out  of  business,  it  is  becoming  more  difficult  to  locate 
the  components  the  Army  needs  to  keep  equipment  operational.43 
Randall  Gaeremink,  Associate  Director  of  Engineering  at  the  Tank- 
automotive  and  Armaments  R&D  and  Engineering  Center,  testified 
that  the  Army  already  is  running  at  full  capacity  to  keep  its  exist¬ 
ing  arsenal  operational.  In  fact,  in  order  to  keep  operational  some 
weapons  systems  currently  being  used  in  Iraq,  at  times  the  Army 
has  been  forced  to  rely  on  components  cannibalized  from  other  sys¬ 
tems  because  the  original  manufacturer  of  those  components  has 
gone  out  of  business.44  Furthermore,  Mr.  Gaeremink  testified  that 
maintaining  an  industrial  surge  capacity  to  fight  a  protracted, 
large-scale  war  is  no  longer  feasible  given  the  deterioration  of  the 
industrial  base.45 

Producing  finished  vehicles  and  weapons  systems  has  become 
even  more  challenging  as  production  of  components  shifts  overseas. 
The  longer  the  supply  chain  is,  the  more  likely  it  is  that  a  minor 
disruption  in  the  supply  of  a  critical  part  will  affect  a  weapons  sys¬ 
tem.  This  is  particularly  true  in  the  case  of  the  most  complex  weap¬ 
ons  systems.  Modern  battle  tanks  without  their  complex  thermal 
and  infrared  sights  are  less  effective.  A  bottleneck  abroad  in  the 
production  of  such  critical  components,  particularly  during  a  war 
when  supply  lines  can  be  disrupted,  could  ground  fighter  jets  and 
sideline  armored  personnel  carriers — or  if  a  complete  weapon  sys¬ 
tem  or  vehicle  available  only  from  a  foreign  supplier  cannot  be  ob¬ 
tained  in  the  first  instance,  U.S.  troops  could  be  forced  to  prosecute 
a  conflict  without  it. 


Opto-Electronics:  An  Automobile  Component  and  Vital 
Defense  Technology 

According  to  a  2006  study  by  the  U.S.  Department  of  Com¬ 
merce’s  Bureau  of  Industry  and  Security,  while  imaging  and  sen¬ 
sor  technology  previously  was  employed  primarily  for  military 
purposes,  uses  in  commercial  industry  have  increased  signifi¬ 
cantly  in  the  last  10  years,  including  uses  by  the  automotive  in¬ 
dustry.46  The  military  uses  imagery  and  sensor  technology  in  ap¬ 
plications  such  as  target  recognition;  the  automotive  industry 
applies  this  technology  to  night  driving.  “The  primary  driving 
force  for  increased  defense  sales  during  the  [Commerce  Depart¬ 
ment’s]  survey  period  [2001-2005]  was  the  requirement  for  im¬ 
aging  and  sensors  equipment  for  the  Iraq  and  Afghanistan  oper¬ 
ations.  Non -defense  sales  growth  during  the  same  period  re¬ 
flected  heightened  demand  for  imaging  and  sensors  equipment 
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by  law  enforcement,  electronics,  firefighting,  medical,  and  auto¬ 
motive  industries.”47  U.S.  firms  continue  to  dominate  in  this  de¬ 
fense  sector  for  imaging  and  sensor  technology,  while  Japan, 
France,  Korea,  China,  and  other  nations  are  meeting  commercial 
demand.48 

According  to  the  study,  from  2001  to  2005  China  experienced 
the  second  largest  growth  rate  in  this  sector,  159  percent,  behind 
Belgium-Luxembourg.  China  also  is  one  of  the  fastest  growing 
markets  for  commercial  applications  of  imaging  and  sensors. 
However,  due  to  current  U.S.  export  controls  on  these  products, 
many  U.S.  companies  are  not  bidding  to  supply  these  items  to 
foreign  purchasers,  and  the  products  then  are  supplied  by  com¬ 
panies  in  other  nations.  This  includes  China,  whose  exports  of 
dual-use  thermal  imaging  cameras  are  gaining  market  share. 

China  will  be  a  major  factor  in  the  next  ten  years  of  the  opto¬ 
electronics  industry.  In  his  testimony  before  the  House  Com¬ 
mittee  on  Small  Business  in  2003,  Professor  Siva  Sivananthan, 
an  infrared  technology  expert,  stated  that  “China,  India,  Israel, 
France,  Germany,  and  the  UK  are  all  investing  heavily  in  devel¬ 
oping  new  systems  and  technologies.  They  also  have  growing 
markets  outside  the  U.S.”49  The  National  Intelligence  Council 
agreed  that  China  is  “making  heavy  investments”  in  this  indus¬ 
try  and  that  it  is  “actively  courting  foreign  participation  in  the 
form  of  advanced  technology  and  critical  components.” 50  The 
Council  also  agreed  with  Professor  Sivananthan’s  statement  that 
“The  eroding  U.S.  industrial  base  [and]  the  lack  of  innovations 
developed  by  small  businesses  and  universities  combined  with 
growing  foreign  efforts  are  clearly  a  recipe  for  the  loss  of  U.S. 
supremacy  and  an  increasing  reliance  on  foreign  suppliers.”  Pro¬ 
fessor  Sivananthan  further  testified  that  the  automotive  indus¬ 
try’s  model  of  supplying  infrared  materials  and  components  from 
specialized  domestic  suppliers  allows  the  component  suppliers  to 
perform  their  own  engineering.51  However  since  2003,  auto¬ 
motive  component  suppliers  such  as  Visteon  and  Delphi  have 
succumbed  to  financial  difficulties,  partly  due  to  competition 
from  China. 

In  response  to  Professor  Sivananthan’s  disconcerting  testi¬ 
mony,  the  National  Intelligence  Council  conducted  a  study52  of 
infrared  imaging  systems.  While  the  United  States  currently  is 
the  leader  in  this  technology,  the  Council’s  study  estimated  that 
a  combination  of  China’s  centrally  planned  focus  on  developing 
night  vision  technology  and  its  economic  position  to  exploit  ex¬ 
port  opportunities  will  enable  China  to  gain  a  significant  capac¬ 
ity  and  move  into  second  place  in  the  world  by  2014,  surpassing 
all  other  nations  except  the  United  States.  It  is  significant  to 
note  that  two  nations  China  will  surpass,  France  and  Israel, 
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are  cooperating  with  China  to  enable  it  to  achieve  this  techno¬ 
logical  development.  The  Council  recommended  adopting  and 
strictly  enforcing  export  controls  to  prevent  the  transfer  of  U.S. 
high  performance  infrared  technology  and  to  relax  export  con¬ 
trols  of  low-performance  imaging  technology  in  order  to  enable 
U.S.  manufacturers  to  compete  against  Chinese  producers.53 
Representatives  of  the  U.S.  industry  who  responded  to  the  Com¬ 
merce  Department  study  echoed  this  concern.54 

The  success  of  the  future  imagery  and  sensor  industry  is  di¬ 
rectly  linked  with  the  automotive  industry.  U.S.  industry  is  most 
responsive  to  changes  in  the  imagery  and  sensor  industry  that 
occur  within  the  automotive  sector.  Between  2001  and  2004,  ex¬ 
port  controls  on  sensors  and  cameras  were  amended  to  permit 
additional  foreign  sales.  The  only  significant  increase  in  exports 
resulting  from  these  amendments  was  in  the  export  of  night  vi¬ 
sion  cameras  used  in  automobiles  produced  by  foreign  manufac¬ 
turers.55 

In  order  to  preserve  a  functioning,  viable  imagery  and  sensor 
industry  that  is  crucial  to  our  defense  industrial  base,  it  is  crit¬ 
ical  to  maintain  a  robust  automotive  components  manufacturing 
sector  in  the  United  States.  Specifically  addressing  electronics 
and  sensor  manufacturing,  the  President’s  Council  of  Advisors 
on  Science  and  Technology  determined  in  2004  that  the  re- 
search-to-manufacturing  process  is  not  sequential — i.e.,  moving 
in  a  single  direction — but  rather  that  it  “results  from  an  R&D- 
manufacturing  ‘ecosystem,’  consisting  of  basic  R&D,  pre-competi- 
tive  development,  prototyping,  product  development,  and  manu¬ 
facturing,  with  successful  avenues  of  research  and  development 
being  assisted  by  an  understanding  of  the  manufacturing  situa¬ 
tion  as  it  presently  exists.  Design,  product  development,  and 
process  evolution  all  benefit  from  proximity  to  manufacturing,  so 
that  new  ideas  can  be  tested  and  discussed  with  those  working 
‘on  the  ground.’”56 

In  summary:  If  the  United  States  wants  to  maintain  its  lead 
in  this  field  that  is  of  such  consequence  to  U.S.  defense,  it  must 
maintain  a  vibrant  domestic  industry.  In  order  for  the  domestic 
industry  to  remain  vibrant,  it  must  have  sufficiently  strong  do¬ 
mestic  and  foreign  sales  to  generate  the  profits  necessary  to  sup¬ 
port  the  “R&D-manufacturing  ‘ecosystem’”  the  National  Intel¬ 
ligence  Council  identified  as  crucial  to  the  industry.  As  the  lead¬ 
ing  civilian  customer  of  the  U.S.  opto-electronics  firms,  the  auto 
industry  is  key  to  this  equation,  and  if  the  U.S.  auto  industry 
atrophies,  the  U.S.  opto-electronics  industry  will  be  threatened. 
China  is  taking  the  steps  to  become  one  of  the  world’s  leading 
opto-electronics  producers;  should  the  U.S.  industry  falter,  the 
United  States  could  become  dependent  on  China  and  other  na¬ 
tions  for  opto-electronics  required  by  U.S.  high  tech-dependent 
weapons  systems. 
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RECOMMENDATIONS 

•  The  Commission  recommends  that  Congress  support  the  Admin¬ 
istration’s  WTO  dispute  resolution  case  against  China’s  proposed 
imposition  of  a  25  percent  tariff  on  imported  auto  parts. 

•  The  Commission  recommends  that  Congress  fully  fund  programs 
such  as  the  Commerce  Department’s  Manufacturing  Extension 
Partnership  Program  (a  nationwide  network  of  expertise  and  ad¬ 
vice  to  aid  small  and  medium-sized  American  manufacturers) 
that  provide  counsel  on  such  matters  as  worker  training,  process 
technology,  information  technology,  and  supply  chain  integration 
to  help  U.S.  manufacturers  compete  globally.1 

•  The  Commission  recommends  that  Congress  require  the  U.S.  De¬ 
partment  of  Defense  to  trace  the  supply  chains  of  all  components 
of  critical  weapons  systems. 
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CHAPTER  5 

CHINA’S  INTERNAL  PROBLEMS,  BEIJING’S 
RESPONSE,  AND  IMPLICATIONS  FOR 
THE  UNITED  STATES 


The  Commission  shall  investigate  and  report  on  “REGIONAL 
ECONOMIC  AND  SECURITY  IMPACTS— The  triangular  eco¬ 
nomic  and  security  relationship  among  the  United  States,  [Tai¬ 
wan],  and  the  People’s  Republic  of  China  (including  the  mili¬ 
tary  modernization  and  force  deployments  of  the  People’s  Re¬ 
public  of  China  aimed  at  [Taiwan]),  the  national  budget  of  the 
People’s  Republic  of  China,  and  the  fiscal  strength  of  the  Peo¬ 
ple’s  Republic  of  China  in  relation  to  internal  instability  in  the 
People’s  Republic  of  China  and  the  likelihood  of  the  external- 
ization  of  problems  arising  from  such  internal  instability.” 


Key  Findings 

•  While  China’s  rapid  economic  development  continues,  serious  in¬ 
ternal  problems  exist,  such  as  environmental  degradation,  in¬ 
creased  energy  demand  that  threatens  to  outstrip  energy  sup¬ 
plies,  corruption,  censorship,  and  increasing  social  discontent. 

•  China  has  acknowledged  some  of  its  internal  problems  and  even 
enacted  rules  or  regulations  intended  to  address  them.  The 
United  States  government  is  conducting  some  bilateral  programs 
with  China  aimed  at  remedying  internal  problems.  However, 
China  is  not  allocating  enough  of  its  own  time,  energy,  or  re¬ 
sources  to  effectively  solve  many  of  them. 

•  A  number  of  the  internal  challenges  facing  Beijing  have  inter¬ 
national  implications,  including  implications  for  the  region  and 
the  United  States.  Some  of  these  problems  are  not  limited  by 
boundaries,  such  as  pollution  and  epidemic  diseases  originating 
in  China.  The  number  of  Americans  going  to  China,  the  increas¬ 
ing  number  of  Chinese  going  abroad,  and  Beijing’s  failure  to  ad¬ 
dress  these  problems  could  result  in  the  spread  of  epidemic  dis¬ 
eases  to  the  United  States. 

•  The  constraints  of  China’s  one-party  system  limit  its  ability  to 
deal  with  its  internal  problems. 

Despite  its  booming  economy,  China  faces  some  serious  internal 
challenges,  many  of  which  could  have  negative  global  implications. 
According  to  Dr.  Bates  Gill  of  the  Center  for  Strategic  and  Inter¬ 
national  Studies,  “The  China  we  will  face  in  10  years’  time  will  be 
profoundly  shaped — for  better  or  for  worse — by  the  enormous  do¬ 
mestic  challenges  unfolding  in  the  country.”  1  For  25  years,  China 
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achieved  a  remarkable  economic  expansion  with  an  average  annual 
growth  rate  between  8  and  9  percent.  The  Chinese  Communist  Par¬ 
ty’s  hold  on  power  has  benefited  from  this  growth;  aided  by  im¬ 
proved  collection  efforts,  the  national  government’s  2005  revenue 
grew  roughly  20  percent  to  $395  billion.2  Despite  such  economic 
success,  Beijing  faces  a  number  of  domestic  challenges  such  as  cor¬ 
ruption  and  rising  energy  needs  that  could  easily  derail  or  delay 
China’s  recent  steady  economic  rise.  In  addition,  Chinese  solutions 
to  internal  problems  affect  the  country’s  willingness  or  ability  to 
behave  as  a  responsible  international  stakeholder  and  live  up  to 
international  commitments. 

Some  of  China’s  internal  problems  result  from  the  inequitable 
distribution  of  wealth  and  services  that  the  Chinese  people  believe 
the  central  government  has  failed  to  address,  or  has  proven  incapa¬ 
ble  of  resolving  satisfactorily.  Others  reflect  direct  dissatisfaction 
with  the  government  or  government  officials — for  example,  the  cor¬ 
ruption,  nepotism,  or  favoritism  of  those  officials. 

Increasingly,  disaffected  Chinese  citizens  are  risking  physical 
mistreatment  and  imprisonment  to  demonstrate  their  dissatisfac¬ 
tion  with  the  government.3  In  2005  the  Chinese  government  re¬ 
ported  as  many  as  87,000  “public  order  disturbances”  in  China,  al¬ 
though  official  statistics  are  often  inaccurate.4  (Statistics  to  date 
for  2006  suggest  a  reduction  in  this  number,  but  that  may  not  be 
accurate  or  meaningful.)5  Beijing’s  ability  to  manage  dissatisfaction 
and  successfully  address  its  causes  could  affect  China’s  stability, 
and  in  turn  the  region’s,  affecting  U.S.  security  interests  and  the 
world  economy. 

How  China  addresses  its  internal  problems  is  a  serious  issue. 
Without  a  reliable  rule  of  law  system  with  which  to  remedy  the 
causes  of  their  dissatisfaction,  the  Chinese  people  increasingly  are 
likely  to  turn  to  public  protests  and  disturbances.  The  Chinese 
Ministry  of  Public  Security  reported  a  13  percent  increase  in  the 
number  of  “mass  gatherings  that  disturbed  social  order”  for  2005. 6 
Unfortunately,  government  forces  increasingly  respond  to  protests 
with  injurious  or  lethal  force  that  could  lead  to  larger  scale  vio¬ 
lence.7 

Serious  unrest  could  lead  to  political  instability.  For  example,  a 
massive  government  crackdown  on  protesters  might  result  in  re¬ 
gional  problems  such  as  mass  refugee  flows  and  an  increased  Chi¬ 
nese  military  presence  at  China’s  borders  to  maintain  control  of 
those  flows,  which  could  change  regional  strategic  thinking.8  More¬ 
over,  Beijing  might  seek  to  deflect  domestic  criticism  by  increasing 
nationalist  sentiment  or  engaging  in  aggressive  foreign  or  military 
policies.  According  to  former  Director  of  Central  Intelligence  James 
Woolsey,  “. . .  a  China  that  is  getting  nervous  because  of  unemploy¬ 
ment  and  economic  changes  could  become  hostile,  particularly  over 
Taiwan.”  9 

China  acknowledges  some  of  its  problems,  and  its  officials  say 
they  are  working  to  address  them,  but  those  claims  fail  to  match 
the  evidence  in  numerous  cases.  According  to  Dr.  Anne  Thurston, 
an  independent  researcher,  “For  whatever  reasons — whether 
through  incompetence,  indifference,  an  inability  to  innovate,  or  a 
failure  of  will — the  Chinese  government  is  not  coming  up  quickly 
enough  with  solutions  to  the  country’s  pressing  problems.  While 
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the  government  pays  lip  service  to  these  problems  ...  it  seems  un¬ 
willing  or  unable  to  solve  them.” 10 

Challenges  facing  China’s  leaders 

Health  Concerns  and  the  Diminution  of  the  Social  Safety  Net 

China’s  advancements  in  health  and  social  services  lag  that 
country’s  recent  economic  achievements.11  A  large  portion  of  Chi¬ 
na’s  population  may  face  serious  health  issues  as  a  result  of  crowd¬ 
ed,  polluted  cities,  unsafe  workplace  conditions,  and  poor  health 
care  access,  particularly  in  rural  areas.  As  China’s  people  travel 
overseas,  and  as  Americans  travel  to  China,  diseases  there  could 
spread  rapidly  around  the  world. 

As  Dr.  Gill  explained  to  the  Commission,  “Despite  remarkable 
gains  in  key  health  indicators  . . .  ,  China’s  health  situation  faces 
many  problems.  With  an  ailing  public  healthcare  system  and  social 
safety  net,  China  is  increasingly  vulnerable  to  the  spread  of  emerg¬ 
ing  and  re-emerging  infectious  diseases.” 12  HIV/AIDS  and  the 
avian  flu  (a.k.a.  ‘bird  flu’)  are  serious  concerns.  China  estimates 
over  600,000  persons  with  HIV/AIDS  in  China,  the  majority  un¬ 
aware  they  are  infected.13  Part  of  this  problem  comes  from  the  gov¬ 
ernment’s  reluctance  or  inability  to  inform  its  citizens  about  the 
problem;  according  to  one  report,  “There  is  still  a  massive  need  in 
China  for  public  HIV/AIDS  education.” 14  Given  the  commu¬ 
nicability  and  lethality  of  this  virus,  and  its  potential  to  affect  Chi¬ 
na’s  workforce  and  healthcare  system,  China’s  HIV/AIDS  problem 
could  become  a  global  concern. 

The  same  is  true  for  the  acute  strain  of  the  avian  flu.  China’s 
large  human  and  poultry  populations,  and  the  close  proximity  of 
the  two  in  many  areas,  create  conditions  ripe  for  development  of 
an  epidemic.  And  with  a  poor  health  care  system  to  address  an  out¬ 
break  of  avian  flu,  China  could  become  the  epicenter  of  a  pan¬ 
demic.15 

According  to  a  2006  International  Monetary  Fund  report,  a  se¬ 
vere  avian  flu  outbreak  could  lead  to  global  supply  disruptions  due 
to  absenteeism  by  sick  or  concerned  workers,  lower  domestic  con¬ 
sumer  spending,  and  reduced  foreign  investment.16  China’s  manu¬ 
facturing  economy,  and  consequently  the  world  economy,  would  be 
severely  affected  by  an  epidemic.  The  World  Bank  estimates  that 
the  initial  annual  cost  to  the  global  economy  from  an  avian  flu  out¬ 
break  could  reach  $800  billion.17  Given  the  potentially  devastating 
global  consequences  of  an  avian  flu  pandemic,  China  must  work 
closely  with  its  local  governments,  its  health  care  sector,  other 
countries,  and  international  bodies  to  prevent  a  catastrophic  pan¬ 
demic  from  occurring. 

Since  October  2005,  there  have  been  more  than  30  outbreaks  of 
avian  flu  and  at  least  twelve  Chinese  have  died  from  it.18  In  the 
past,  China  failed  to  provide  timely  information  about  significant 
public  health  issues  such  as  the  severe  acute  respiratory  syndrome 
(SARS)  outbreak,  possibly  to  avoid  international  embarrassment  or 
to  minimize  the  impact  on  domestic  stability.  The  Commission  is 
concerned  that  the  Chinese  government  will  follow  its  past  pat¬ 
terns  of  behavior  and  will  not  provide  accurate  and  timely  informa¬ 
tion  about  outbreaks  of  diseases. 
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To  successfully  combat  such  outbreaks,  China  needs  a  more  capa¬ 
ble  and  extensive  domestic  public  health  care  system.  Poor  health 
care  is  especially  prevalent  in  rural  China  where  the  traditional 
system  of  free  health  clinics  has  “disintegrated.” 19  Beijing,  likely 
fearful  of  growing  civil  discontent,  has  acknowledged  the  need  to 
improve  rural  medical  systems.20  But  in  poorer  parts  of  China,  Dr. 
Gill  explained  that  local  governments  are  “particularly  hard- 
pressed  to  provide  decent  healthcare  . . .”  given  scarce  tax  reve¬ 
nues.21  Health  care  also  is  a  problem  for  urban  Chinese  because  of 
the  rising  costs  of  treatment. 

Health  care  is  not  the  only  social  program  suffering  in  China 
today.  China’s  pension  program  has  financial  difficulties  and  is 
poorly  suited  to  accommodate  China’s  aging  population22  and  its 
rising  cost  of  living.23  The  number  of  urban  retirees  will  approach 
70  million  by  2010  and  100  million  in  2020  and  will  stress  the  re¬ 
tirement  system  that  already  is  “riddled  with  problems  of  inad¬ 
equate  funds  and  narrow  coverage.”24  Those  who  are  not  entitled 
to  pension  support  will  have  to  rely  on  family  support  in  their  later 
years.25 

China  recently  acknowledged  the  need  to  reform  its  pension  sys¬ 
tem,26  but  accomplishing  this  will  be  a  major  challenge  given  that 
the  system  has  unfunded  liabilities  of  approximately  $1.5  trillion.27 
Should  popular  dissatisfaction  with  this  troubled  system  grow,  Bei¬ 
jing  could  face  protests.  To  solve  the  problem,  the  Chinese  govern¬ 
ment  may  be  forced  to  raise  taxes  or  reallocate  financial  resources, 
which  could  hinder  development  in  other  areas. 

Environmental  Degradation 

China  currently  has  an  “enormous  environmental  footprint”  filled 
with  polluted  air  and  water.  After  years  of  rapid  industrial  and  eco¬ 
nomic  development  China  has  some  of  the  most  polluted  land,  air, 
and  water  anywhere  on  the  globe.  Some  of  China’s  largest  cities, 
urbanizing  at  a  rapid  rate,  are  the  most  polluted  in  the  world.28 
Environmental  degradation  has  been  linked  to  civil  unrest,  reduced 
worker  productivity,  and  premature  deaths.29  The  costs  of  pre¬ 
venting  further  environmental  damage  and  mitigating  damage 
caused  by  past  pollution  could  have  a  significant  impact  on  China’s 
economy,  possibly  leading  to  further  domestic  frustration  if  this 
prevents  China  from  reaching  its  GDP  goals.30  But  ignoring  envi¬ 
ronmental  problems  also  could  damage  the  Chinese  economy  by  de¬ 
stroying  the  productivity  of  farmland,  making  water  unusable  for 
agricultural  or  industrial  purposes  or  human  consumption,  and 
producing  calamitous  health  effects.31 

There  is  growing  dissatisfaction  as  a  result  of  the  government’s 
ineffectiveness  in  protecting  the  environment,  and  ensuring  that 
drinking  water  and  air  are  clean.  This  is  viewed  as  such  a  serious 
problem  throughout  China  that  it  eventually  could  threaten  the  le¬ 
gitimacy  and  control  of  the  Chinese  Communist  Party.32 

Water  pollution  is  a  particular  problem  for  China  and  the  health 
of  its  citizens.  Dr.  Elizabeth  Economy,  director  of  Asian  Studies  at 
the  Council  on  Foreign  Relations,  testified  to  the  Commission: 
“Three  hundred  million  [Chinese]  people  drink  contaminated  water 
on  a  daily  basis  . . .  190  million  of  those  drink  water  that  is  so  con¬ 
taminated  that  it’s  making  them  sick.”33  According  to  the  World 
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Health  Organization,  water  sampling  in  several  areas  shows  high 
levels  of  petroleum,  ammonia,  nitrogen,  mercury,  and  volatile  phe¬ 
nol.34  Chinese  industrial  and  chemical  factories,  some  of  which  are 
key  to  Chinese  economic  and  trade  profitability,  are  major  sources 
of  water  and  air  pollution,  and  illegal  industrial  dumping  is  wide¬ 
spread.  Two  tragic  examples  occurred  in  2005.  In  November  2005, 
a  chemical  spill  in  northeast  China  left  millions  without  water  for 
days;  a  few  weeks  later,  a  state-owned  smelter  in  Guangdong  Prov¬ 
ince  released  a  large  amount  of  carcinogenic  cadmium  into  the  Bei 
River.35 

Along  with  water  pollution  problems,  China  also  is  experiencing 
a  water  shortage.  Given  its  large  population,  China  has  very  low 
per  capita  fresh  water  holdings,  and  Beijing  has  spent  large  sums 
of  money  on  water  supply  programs  aimed  at  obtaining  access  to 
and  redistributing  water  resources.36  Such  projects  include  the 
North-South  Water  Diversion  Scheme  which,  when  completed,  will 
move  Yangtze  River  water  to  water-short  northern  China.  But  de¬ 
spite  attempts  by  the  Chinese  government  to  improve  water  sup¬ 
ply,  shortages  persist.  These  hamper  the  productivity  of  both  Chi¬ 
na’s  industrial  and  agricultural  sectors  and  ultimately  could  pro¬ 
vide  “the  catalyst  for  united  demonstrations  throughout  the  coun¬ 
try  . .  ,”37 

According  to  Dr.  Economy,  there  have  been  a  number  of  environ¬ 
mental-related  protests  in  2005,  some  of  which  resulted  in  beatings 
and  deaths.38  For  example,  in  April  2005,  sixty  thousand  people  in 
the  village  of  Huaxi,  Zhejiang  reportedly  protested  against  thirteen 
chemical  plants  that  polluted  the  water  and  soil  around  the  village. 
According  to  one  report,  two  people  died  in  the  clashes  between 
demonstrators  and  police.  In  August,  villagers  again  threatened 
protests  because  local  officials  had  failed  to  fulfill  promises  to  re¬ 
dress  the  situation. 

Air  pollution  is  also  a  tremendous  problem,  stemming  from  Chi¬ 
na’s  reliance  on  coal-based  power  plants  for  much  of  its  energy,  and 
from  ineffective  pollution  controls.39  In  a  June  2005  report,  China 
acknowledged  that  it  experienced  serious  increases  in  emitted  pol¬ 
lutants.40  China’s  reliance  on  coal,  inefficient  energy  technologies, 
and  emissions  from  a  growing  number  of  cars,  trucks,  and  factories 
will  only  increase  air  pollution. 

China’s  State  Environmental  Protection  Administration  acknowl¬ 
edges  China’s  environmental  problem  in  an  official  report  pub¬ 
lished  in  June  2006: 

“The  conflict  between  environmental  and  [economic]  develop¬ 
ment  is  becoming  ever  more  prominent.  Relative  shortage[s]  of 
resources,  a  fragile  ecological  environment  and  insufficient  envi¬ 
ronmental  capacity  are  becoming  critical  problems  hindering 
China’s  development  . . .  Water,  land  and  soil  pollution  is  seri¬ 
ous,  and  pollution  caused  by  solid  wastes,  motor  vehicle  emis¬ 
sion  and  not-easily -degradable  organic  matter  is  increasing.  In 
the  first  20  years  of  the  new  century,  China’s  population  will 
keep  growing,  and  its  total  economic  volume  will  quadruple 
that  of  2000.  As  the  demand  for  resources  from  economic  and 
social  development  is  increasing,  environmental  protection  is 
facing  greater  pressure  than  ever  before.”41 
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China  has  enacted  a  large  number  of  environmental  protection 
laws.  But  enforcement  of  those  laws  has  been  seriously  deficient. 
In  June  2006,  Beijing  said  it  would  “mobilize  all  forces  available  to 
solve  the  pollution  problems  that  are  causing  serious  harm  to  peo¬ 
ple’s  health”  and  would  shift  from  using  mainly  administrative  pro¬ 
tection  measures  to  employing  more  comprehensive  ones,  including 
“legal,  economic,  technical  and  necessary  administrative  measures 
to  solve  environmental  problems.”42  In  the  past,  Beijing  has  urged 
its  industries  and  citizens  to  protect  and  improve  the  environment 
and  has  stressed  the  importance  of  its  environmental  laws,  but 
with  little  success.43 

Moreover,  the  agricultural  sectors  and  urban  water  demands  of 
downstream  countries  such  as  Burma,  Thailand,  Laos,  Cambodia, 
and  Vietnam  could  suffer  as  China  considers  building  numerous 
dams  to  generate  electricity  and  increase  its  own  water  supply.44 
China’s  water  needs  could  affect  its  relations  with  Russia,  leading 
it  into  either  closer  cooperation  or  conflict  with  Moscow,45  either  of 
which  could  have  security-related  implications  for  Washington. 

Pollution  ignores  political  boundaries,  and  China’s  pollution 
threatens  the  health  of  populations  of  other  countries,  including 
Americans.  This  spring  an  American  satellite  tracked  a  cloud  of 
Chinese  pollutants  traveling  across  the  American  west  coast,  even¬ 
tually  reaching  detectors  in  the  mountains  of  California,  Wash¬ 
ington,  and  Oregon.46  If  China  does  not  improve  its  environmental 
situation,  “considerably  more  emissions  could  reach  the  United 
States  [in  the  next  few  years].”47  Increased  Chinese  pollution  in 
the  United  States  could  lead  to  increased  tensions  between  Beijing 
and  Washington. 

Neighboring  countries  such  as  Japan  and  South  Korea  are  con¬ 
cerned  about  China’s  pollution.  “In  all  those  wealthy  societies  on 
China’s  periphery,  public  concern  about  the  environment  has  grown 
in  recent  years,  and  China’s  rapid  growth  makes  it  an  obvious  tar¬ 
get  for  blame.”48  Japan  blames  China  for  much  of  its  acid  rain 
problem.49  Other  trans-border  environmental  problems  coming 
from  China  include  untreated  sewage  flows  from  the  Yangtze  River 
into  the  Pacific50  and  the  discharge  of  toxic  benzene  and  other 
chemicals  that  flow  downriver  into  Russia.  In  fact,  Russian  officials 
continue  to  complain  about  river  pollution  originating  in  China.51 

Corruption 

Corruption  is  a  widespread  problem  in  China.  It  exists  at  vir¬ 
tually  all  levels — from  village  officials  to  executives  of  mammoth 
state-controlled  monopolies — and  appears  to  be  particularly  perva¬ 
sive  at  the  local  level.  It  has  implications  for  multinational  compa¬ 
nies  working  in  China,  saps  China’s  economic  efficiency,  and  is  a 
significant  factor  in  the  Chinese  Communist  Party’s  lack  of  success 
in  combating  other  serious  problems  such  as  environmental  pollu¬ 
tion. 

Corruption  also  is  a  factor  in  rising  domestic  dissatisfaction.  Spe¬ 
cifically,  corruption  and  abuse  of  power  are  often  associated  with 
land  seizures  in  rural  China,  which  fuels  unrest.  According  to  one 
political  analyst,  Joseph  Cheng,  “In  appropriating  land,  there’s 
very  often  corruption  and  inadequate  compensation  for  the  peas¬ 
ants,  so  the  peasants  protest.”52  Some  protests,  including  a  Decern- 
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ber  2005  demonstration  that  took  place  in  Shanwei  city,  turn  vio¬ 
lent,  leaving  villagers  and  activists  wounded  or  dead.53  Adding  to 
the  resentment,  some  local  officials  supplement  their  incomes  by 
placing  illegitimate  surcharges  on  the  taxes  or  fees  the  local  gov¬ 
ernment  collects  from  citizens. 

Fraud  and  corruption  also  are  found  at  the  corporate  level  in 
China.54  Weak  internal  banking  laws  and  enforcement  efforts  allow 
for  bribes,  kickbacks,  and  non-performing  loans  to  cronies.  Bribes 
in  connection  with  marketing  and  sales  activities  win  contracts 
with  the  state-owned  enterprises  or  government  offices.55  The  prac¬ 
tice  of  using  Chinese  fronts  and  bribes  to  secure  contracts  is  so  per¬ 
vasive  that  it  is  described  as  “normal”  in  China.56  And  indeed,  Eu¬ 
ropean  and  Asian  anti-bribery  restrictions  that  are  weaker  than 
U.S.  restrictions  reinforce  these  practices.  It  has  been  reported  that 
some  Chinese  firms  funnel  bribe  money  on  behalf  of  U.S.  compa¬ 
nies  that  are  prohibited  by  the  U.S.  Foreign  Corrupt  Practices  Act 
from  making  such  expenditures.57 

The  growing  intensity  of  the  public’s  reaction  to  government  cor¬ 
ruption  could  pose  a  threat  to  the  Chinese  Communist  Party’s  le¬ 
gitimacy  and  power.  Perhaps  in  an  attempt  to  placate  some  of  its 
aggrieved  people,  and/or  purge  political  enemies,  the  Chinese  gov¬ 
ernment  arrested  nearly  9,000  officials  for  corruption  in  2005,  con¬ 
victing  roughly  2,000  of  them.58  President  Hu  Jintao  explained  that 
“Corruption  is  still  rampant  in  some  fields,  as  cases  of  cadres  abus¬ 
ing  power  for  personal  gains  are  frequently  reported,”59  and  Bei¬ 
jing  has  taken  some  well-publicized  steps  against  it.  In  June  2006 
the  deputy  mayor  of  Beijing,  Liu  Zhihua,  was  removed  for  undis¬ 
closed  corruption-related  activities.60  Later  that  month  Vice  Admi¬ 
ral  Wang  Shouye  was  forced  to  resign  as  deputy  commander  of  the 
Chinese  Navy  because  he  had  accepted  bribes.61  In  September 
2006,  Shanghai  Party  Boss  and  Politburo  member  Chen  Liangyu 
was  arrested  on  allegations  that  he  used  municipal  pension  funds 
to  speculate  in  real  estate.62  Members  of  China’s  parliament  also 
have  been  removed  for  corruption-related  activities. 

Despite  the  rise  in  high-profile  arrests,  the  likelihood  of  elimi¬ 
nating  widespread  corruption  in  the  near  future  is  small,  because 
the  Chinese  political  system  and  culture  often  reward  loyalty 
through  patronage  and  protection.  According  to  Dr.  Albert  Keidel 
of  the  Carnegie  Endowment  for  International  Peace,  efforts  to  re¬ 
duce  Chinese  corruption  face  an  uphill  climb  because  “the  corporate 
structure  of  China’s  combined  governmental  and  party  organization 
neutralizes  efforts  to  discipline  [corrupt]  government  behavior.  Nor¬ 
mal  channels  require  higher  officials  to  work  through  those  same 
local  officials  who  are  objects  of  investigation.” 63  Furthermore, 
China  is  unlikely  to  spend  the  resources  to  monitor  local-level  cor¬ 
ruption  in  a  way  to  positively  affect  the  problem  at  that  level.64  As 
long  as  widespread  corruption  continues  in  China,  it  will  provide 
a  source  of  domestic  dissatisfaction,  and  may  force  U.S.  companies 
to  decide  between  securing  Chinese  business  and  abiding  by  U.S. 
anti-corruption  laws. 

Rural  Unrest 

During  the  past  decade,  dissatisfaction  and  unrest  have  occurred 
with  increasing  frequency  and  intensity  in  China’s  rural  areas. 
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This  appears  to  be  the  result  of  a  collection  of  factors  rather  than 
attributable  to  a  single  cause. 

Wide  and  growing  disparities  between  income  levels  and  stand¬ 
ards  of  living  in  Chinese  urban  areas,  especially  along  the  East 
Coast,  and  those  in  the  rural  interior  are  a  significant  cause  of 
anger  and  dissatisfaction.  Other  issues  also  contribute  to  the  prob¬ 
lem.  According  to  Dr.  Thurston  who  testified  before  the  Commis¬ 
sion,  “It  [China’s  countryside]  has  too  many  people  and  too  little 
land.  It  has  not  enough  water.  Taxes  have  been  very,  very  high.  Of¬ 
ficials  are  often  egregiously  corrupt.  Many  parents  cannot  afford  to 
send  their  children  to  school.  The  health  system  has  crumbled. 
Some  80  percent  of  the  people  who  live  in  China’s  rural  areas  are 
without  medical  insurance.”  65 

Developers,  working  with  corrupt  local  officials,  arbitrarily  seize 
peasant  land  without  just  compensation,  which  is  another  source  of 
rural  frustration  and  protest.66  For  example,  in  January  2006,  in 
Guangdong  province,  hundreds  clashed  with  authorities  over  inad¬ 
equate  compensation  for  land  taken  for  commercial  use.67  In  June 
2005,  hundreds  of  paid  thugs  attacked  farmers  protesting  another 
land  grab  southwest  of  Beijing.  Six  were  reported  killed.68 

In  order  to  diffuse  mounting  tension  in  China’s  rural  areas,  in 
2004  the  Chinese  government  started  direct  subsidies  to  grain 
farmers,  eliminated  agricultural  taxes,  subsidized  agricultural  sup¬ 
plies,  and  increased  rural  infrastructure.69  However,  the  benefit  to 
the  Chinese  farmer  of  these  steps  was  mostly  symbolic,  as  the 
value  of  the  eliminated  agricultural  tax  represented  approximately 
two  to  three  percent  of  total  Chinese  tax  revenue.70  The  eleventh 
Five-Year  Plan  also  emphasizes  rural  reform,  addressing  among 
other  things  pollution,  increased  infrastructure  to  include  roads 
and  medical  facilities,  and  increased  economic  opportunities. 

As  foreign  investment  expands  beyond  China’s  coastal  region, 
local  governments  strive  to  achieve  high  economic  growth  rates  by 
attracting  businesses  to  relocate  in  their  regions.  These  govern¬ 
ments  provide  incentive  packages  that  include  favorable  policies  for 
land  leasing  and  development.  To  prepare  the  land  for  economic  in¬ 
vestment,  local  governments  often  unfairly  or  illegally  take  land 
from  local  farmers  and  fail  to  distribute  the  legally  required  com¬ 
pensation.  Profits  directed  toward  the  local  government  do  not  al¬ 
ways  benefit  the  development  of  public  infrastructure  or  other  so¬ 
cial  services  needed  in  rural  areas,  and  foreign  companies  increas¬ 
ingly  may  be  associated  with  corruption,  uneven  development,  and 
dissatisfaction  toward  the  local  government.  This  practice  places 
foreign  companies’  operations  at  risk,  especially  if  local  popu¬ 
lations — affected  by  the  government’s  unwillingness  to  enforce  land 
compensation  laws — cannot  receive  tangible  benefits  such  as  em¬ 
ployment  from  the  company’s  presence  in  the  area. 

In  its  latest  Five-Year  Plan,  Beijing  acknowledged  rural  prob¬ 
lems,  but  it  has  failed  to  take  effective  action  to  address  the  root 
causes.  As  a  consequence,  rural  unrest  increases  and  often  leads  to 
violence. 

Worker  Unrest 

Chinese  laborers  face  harsh  working  conditions,  poor  benefits, 
corruption,  frequent  layoffs,  and  unpaid  wages.  One  worker  in  an 
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artificial  eyelash  factory  described  being  locked  in  a  factory  dor¬ 
mitory  at  night,  fed  a  monotonous  diet  of  cabbage  and  rice,  and  al¬ 
lowed  only  one  shower  a  week,  while  being  charged  the  equivalent 
of  $13  a  month  for  room  and  board  on  a  $24  salary.71  At  times 
frustration  over  these  issues  leads  to  violence,  as  was  the  case  in 
September  2005  when  shoe  factory  employees  in  Guangzhou  rioted 
over  unpaid  wages.72  Widespread  factory  shutdowns  resulting  from 
riots  could  threaten  China’s  economy. 

In  most  advanced  industrialized  nations,  independent  trade 
unions  have  been  able  to  obtain  better  and  fairer  treatment  for 
workers,  but  they  have  no  significant  role  in  China.  The  Chinese 
Communist  Party’s  All-China  Federation  of  Trade  Unions  acts 
mainly  as  a  surveillance  mechanism,  doing  little  to  promote  work¬ 
ers’  rights.73 

With  no  means  to  effectively  address  their  grievances,  over  the 
past  few  years  Chinese  workers  have  engaged  in  protests  and  other 
displays  of  frustration  and  anger.  Unless  the  central  government 
finds  ways  to  reduce  the  mistreatment  and  victimization  of  work¬ 
ers,  the  nation  and  its  economy  likely  will  face  increasing  disrup¬ 
tive  and  costly  protests.  Chinese  government  concern  with  the 
problem  is  evidenced  by  the  drafting  of  laws  that  give  Chinese 
unions  more  input  regarding  issues  such  as  compensation,  working 
hours,  work  safety,  and  benefits.74 

The  Chinese  government  is  aware  that  there  are  potentially 
large  repercussions  if  protests  expand  or  escalate  significantly.  In 
January  2006,  unrest  occurred  in  Guangdong  Province  that  borders 
Hong  Kong.  Were  such  protests  or  unrest  to  grow  in  that  area  of 
China,  a  major  commercial,  trade,  and  financial  center,  the  result 
could  threaten  the  physical  security  of  that  center  and  affect  U.S. 
and  international  capital  flows  and  trade. 

Worker  unrest  could  threaten  the  global  supply  chain.  For  exam¬ 
ple,  many  computer  components  are  manufactured  in  China,  and 
the  computer  industry  and  users  are  particularly  vulnerable  to  Chi¬ 
nese  worker  unrest  or  heavy-handed  government  responses  to 
them.75  In  fact,  some  foreign  investors  are  starting  to  voice  con¬ 
cerns  over  the  increasing  unrest.76 

China’s  Responses  to  Internal  Problems  and  their  Impact  on 
the  United  States 

The  highest  levels  of  the  Chinese  Communist  Party  are  con¬ 
cerned  about  the  internal  conflicts  China  faces  as  economic  devel¬ 
opment  continues.  Mass  protests  against  unfair  labor  practices,  of¬ 
ficial  corruption,  or  the  disintegrating  healthcare  and  pension  sys¬ 
tems  threaten  the  Party  by  calling  into  question  its  effectiveness 
and  even  its  legitimacy. 

Leaders  of  the  Party  are  aware  of  the  problems  facing  China,  and 
legislative  and  administrative  controls  for  many  of  these  problems 
already  exist.  According  to  Mr.  Jerry  Clifford  of  the  U.S.  Environ¬ 
mental  Protection  Agency,  China’s  current  Five-Year  Plan  address¬ 
es  “pollution,  energy  efficiency,  and  some  of  the  environmental  in¬ 
frastructure  inequalities  between  the  urban  and  rural  popu¬ 
lations,”77  while  other  sections  of  the  Plan  address  healthcare  and 
social  pension  systems.78 
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However,  concern  and  legislation  by  the  highest  levels  of  the  Chi¬ 
nese  government  do  not  ensure  country-wide  implementation. 
Rules  made  in  Beijing  are  often  ignored  by  officials  in  the  country¬ 
side,  who  frequently  are  more  concerned  with  local  economic  devel¬ 
opment.  For  example,  in  2004  a  Chinese  State  Environmental  Pro¬ 
tection  Administration  inspection  of  sewage  treatment  plants 
showed  that  only  half  of  those  built  during  the  tenth  Five-Year 
Plan  were  working;  the  rest  were  considered  too  expensive  to  oper¬ 
ate  by  the  local  authorities.79 

In  addition,  while  laws  promulgated  by  Beijing  may  be  “on  the 
books,”  they  often  are  not  effectively  enforced,  or  are  not  enforced 
at  all.  Chinese  citizens  “are  often  unable  to  secure  protection  from 
the  very  courts  and  legal  institutions  to  which  they  are  appeal¬ 
ing.”80  And  in  cases  of  corruption,  it  is  often  the  local  officials 
themselves  who  are  the  problem.  As  noted  above,  the  combined 
Chinese  Communist  Party  and  governmental  organization  makes 
challenging  corruption  extremely  difficult,  since  higher  Party  offi¬ 
cials  must  work  through  the  very  same  officials  who  are  being  in¬ 
vestigated.81 

With  these  outlets  for  grievances  blocked,  Chinese  domestic  dis¬ 
content  increasingly  is  expressing  itself  through  protests.  Should 
dissatisfaction  increase  to  a  troubling  level,  Beijing  could  seek  to 
deflect  domestic  discontent  by  diverting  it  toward  Japan,  Taiwan, 
or  even  the  United  States. 

The  Chinese  Communist  Party  has  emphasized  economic  devel¬ 
opment  to  increase  the  standard  of  living  of  the  Chinese  people  and 
reduce  domestic  dissatisfaction.  However,  as  Mr.  James  Keith,  Sen¬ 
ior  Advisor  to  the  Bureau  of  East  Asian  and  Pacific  Affairs  of  the 
U.S.  Department  of  State,  told  the  Commission,  “. . .  China’s  eco¬ 
nomic  ‘miracle’  is  unfolding  at  high  cost,  not  just  in  terms  of  envi¬ 
ronmental  degradation  and  public  health,  but  also  in  terms  of  an 
erosion  of  social  and  ethical  values.”82  Beijing’s  favored  solution  to 
popular  dissatisfaction  may,  in  fact,  be  making  these  problems 
worse. 

The  Chinese  government  faces  a  dilemma — while  continued  eco¬ 
nomic  growth  may  worsen  problems  such  as  environmental  deg¬ 
radation  and  income  inequality,  thereby  increasing  domestic  dis¬ 
satisfaction,  slowing  growth  to  mitigate  these  problems  may  make 
them  worse. 

Furthermore,  compliance  with  China’s  international  agreements 
such  as  its  accession  agreement  to  the  World  Trade  Organization 
may  be  seen  by  the  Chinese  government  as  hampering  its  ability 
to  provide  continued  economic  growth.  Beijing’s  resistance  to  re¬ 
form  and  increased  transparency  may  stem  from  the  belief  that 
moving  in  these  directions  would  decrease  economic  growth  and 
lead  to  increased  domestic  instability. 

China  is  facing  growing  internal  problems  and  unrest,  much  of 
which  is  related  to  its  continued  economic  growth.  The  over-arching 
question  is,  “Can  the  Chinese  government  solve  these  internal 
problems?”  If  so,  Chinese  government  answers  may  not  conform  to 
U.S.  and  international  expectations  and  agreements.  At  the  same 
time,  the  United  States  must  remain  aware  that  if  these  internal 
problems  remain  intractable  and  continue  growing,  China’s  devel¬ 
opment — both  economic  and  socio-political — may  stop,  or  even  re- 
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verse  itself.  If  this  happens,  the  Chinese  government  may  look  to 
deflect  rising  discontent  by  increasing  nationalistic  sentiments  and 
blaming  traditional  “enemies”  such  as  the  United  States  for  its 
problems. 

U.S. -China  Bilateral  Programs  Addressing  These  Problems 

Because  of  the  potential  for  China’s  internal  problems  to  affect 
the  United  States,  the  U.S.  government  is  working  with  that  coun¬ 
try  to  address  a  number  of  issues,  from  reducing  environmental 
degradation  to  improving  labor  safety.  Specifically,  the  U.S.  De¬ 
partment  of  Health  and  Human  Services’  National  Institutes  of 
Health  provided  a  $14.8  million  multi-year  grant  to  China  for  HIV/ 
AIDS  research  in  that  country.83  The  U.S.  Environmental  Protec¬ 
tion  Agency  has  a  continuing  dialogue  with  its  Chinese  counter¬ 
part,  the  State  Environmental  Protection  Administration,  and 
works  with  Chinese  officials  to  improve  drinking  water  and  air 
quality,  especially  in  Yunnan  province  which  has  the  highest  rate 
of  lung  cancer  in  the  world.84  A  U.S. -China  Health  Care  Forum 
was  held  in  2005  in  which  the  U.S.  Departments  of  Commerce  and 
Health  and  Human  Services  and  China’s  Ministries  of  Health  and 
Commerce  participated,  covering  topics  such  as  medical  insurance 
systems  and  health  care  products  and  services.85 

The  U.S.  Department  of  Labor  funds  projects  in  China  that  in¬ 
clude  a  $2.3  million  coal  mine  worker  safety  project,  and  a  $4.1 
million  labor-related  rule  of  law  program  aimed  at  educating  work¬ 
ers  and  their  employers  about  labor  standards.  China  is  developing 
a  labor  contract  law  with  the  Department  of  Labor’s  assistance.86 
The  U.S.  Department  of  Energy  has  an  ongoing  dialogue  with  its 
Chinese  counterpart  to  improve  energy  efficiency,  and  the  State 
Department’s  Bureau  of  Democracy,  Human  Rights,  and  Labor 
funds  certain  democratization,  human  rights,  and  rule  of  law  pro¬ 
grams  for  China. 


RECOMMENDATIONS 

•  The  Commission  recommends  that  Congress  encourage  U.S.  com¬ 
panies  to  work  with  their  Chinese  suppliers  to  improve  China’s 
environmental,  labor,  and  safety  standards,  which  would  address 
some  of  the  causes  of  unrest  facing  the  Chinese  government. 

•  The  Commission  recommends  that  Congress  encourage  American 
nongovernmental  organizations  and  the  State  Department  to  pro¬ 
mote  new  and  existing  efforts  to  support  independent  Chinese 
nongovernmental  organizations,  especially  those  working  on  rule 
of  law,  healthcare,  workers’  rights,  and  environmental  issues. 

•  The  Commission  recommends  that  Congress  instruct  the  Admin¬ 
istration  to  promote  new  and  existing  cooperative  efforts  with 
China  that  improve  China’s  responses  to  transnational  problems, 
including  infectious  diseases  and  the  environment. 


194 


ENDNOTES 

1.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  Feb¬ 
ruary  2,  2006. 

2.  “China’s  2005  Fiscal  Revenue  Hits  Record  High  Of  395  Billion  Dollars,” 
Xinhua,  June  28,  2006. 

3.  Thomas  Lum,  Social  Unrest  in  China,  (Congressional  Research  Service, 
Washington,  DC:  May  8,  2006),  p.  i. 

4.  Du  Jing,  “China  Handles  87,000  Public  Order  Disturbance  Cases,”  Xinhua, 
January  19,  2006.  See  also  Irene  Wang,  “Incidents  Of  Social  Unrest  Hit  87,000;  Ac¬ 
tions  By  Displaced  Villagers,  Unpaid  Migrant  Labourers  And  Laid-Off  Workers  Con¬ 
tribute  To  Annual  6.6pc  Increase,”  South  China  Morning  Post,  January  20,  2006, 
p.  4. 

5.  “World  in  Brief,”  The  Washington  Post,  August  10,  2006. 

6.  Irene  Wang,  “Incidents  Of  Social  Unrest  Hit  87,000;  Actions  By  Displaced 
Villagers,  Unpaid  Migrant  Labourers  And  Laid-Off  Workers  Contribute  To  Annual 
6.6pc  Increase,”  South  China  Morning  Post,  January  20,  2006,  p.  4. 

7.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Murray  Scott  Tan¬ 
ner,  February  3,  2006. 

8.  Nathan  Nankivell,  China’s  Pollution  And  The  Threat  To  Domestic  And  Re¬ 
gional  Stability,  (The  Jamestown  Foundation:  October  25,  2005). 

9.  Michael  Burr,  “The  Geopolitical  Risks  Of  LNG,”  Public  Utilities  Fortnightly, 
March  2005,  p.  31. 

10.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Anne  Thurston, 
February  3,  2006,  p.  139. 

11.  The  World  Health  Organization,  Country  Cooperation  Strategy —  China,  (Ge¬ 
neva,  Switzerland:  April  2006). 

12.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  February 
2,  2006. 

13.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  February 
2,  2006. 

14.  Avert.org,  HIV  &  AIDS  in  China,  March  29,  2006.  www.avert.org/ 
aidschina.htm. 

15.  Melinda  Liu,  “The  Not-So-Great  Wall  Of  China;  It  May  Be  The  Epicenter  Of 
An  Epidemic  And  Its  Health-Care  System  Is  In  Tatters — That’s  A  Recipe  For  Dis¬ 
aster,”  Newsweek,  October  31,  2005,  p.  28. 

16.  The  International  Monetary  Fund,  The  Global  Economic  And  Financial  Im¬ 
pact  Of  An  Avian  Flu  Pandemic  And  The  Role  Of  The  IMF,  (Washington,  DC:  Feb¬ 
ruary  28,  2006),  p.  3. 

17.  “1.9bn  Pledged  For  Bird  Flu  Fight,”  BBC  News  Online,  January  18,  2006. 

18.  “China  Reports  New  Bird  Flu  Case  in  Poultry,”  The  Associated  Press,  July 
1,  2006. 

19.  Howard  French,  “Wealth  Grows,  but  Health  Care  Withers  in  China,”  The 
New  York  Times,  January  14,  2006,  p.  Al. 

20.  10th  National  People’s  Congress,  11th  Five-Year  Plan  for  National  Economy 
and  Social  Development,  March  17,  2006, Translation  by  Beijing  Association  of  En¬ 
terprises  with  Foreign  Investment,  www.mwcog.org/uploads/  committee-  documents/ 
sFpXVlY20060405143955.pdf. 

21.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  Feb¬ 
ruary  2,  2006. 

22.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  Feb¬ 
ruary  2,  2006. 

23.  Robert  Pozen,  “China  Goes  From  Red  to  Gray,”  Fortune  Asia,  June  26,  2006, 
p.  58. 

24.  Joe  Leung,  “The  Emergence  of  Social  Assistance  in  China,”  The  International 
Journal  of  Social  Welfare,  January  10,  2006,  p.  190. 

25.  Joe  Leung,  “The  Emergence  of  Social  Assistance  in  China,”  The  International 
Journal  of  Social  Welfare,  January  10,  2006,  p.  190. 

26.  10th  National  People’s  Congress,  11th  Five-Year  Plan  for  National  Economy 
and  Social  Development,  March  17,  2006,  Translation  by  Beijing  Association  of  En- 


195 


terprises  with  Foreign  Investment.www.mwcog.org/uploads/  committee-documents/ 
sFpXVlY20060405143955.pdf. 

27.  Robert  Pozen,  “China  Goes  From  Red  to  Gray,”  Fortune  Asia,  June  26,  2006, 
p.  58. 

28.  The  World  Health  Organization,  Environmental  Health  Country  Profile — 
China,  (Geneva,  Switzerland:  June  9,  2005),  p.  5. 

29.  Brian  Bremner,  “The  Dirty  Secret  of  China’s  Economy,”  Business  Week  On¬ 
line,  June  19,  2006. 

30.  Nathan  Nankivell,  China’s  Pollution  And  The  Threat  To  Domestic  And  Re¬ 
gional  Stability,  (The  Jamestown  Foundation:  October  25,  2005). 

31.  Report  of  the  China  Task  Force — Executive  Summary,  (The  Eurasia  Group, 
New  York,  NY:  May  2006),  p.  20. 

32.  Nathan  Nankivell,  The  National  Security  Implications  Of  China’s  Emerging 
Water  Crisis,  (The  Jamestown  Foundation:  September  1,  2005). 

33.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Elizabeth  Economy, 
February  2,  2006. 

34.  The  World  Health  Organization,  Environmental  Health  Country  Profile — 
China,  (Geneva,  Switzerland:  June  9,  2005),  p.  6. 

35.  “Toxic  Spill  in  Second  China  River,”  BBC  News  Online,  December  21,  2005. 

36.  Nathan  Nankivell,  The  National  Security  Implications  Of  China’s  Emerging 
Water  Crisis,  (The  Jamestown  Foundation:  September  1,  2005). 

37.  Nathan  Nankivell,  The  National  Security  Implications  Of  China’s  Emerging 
Water  Crisis,  (The  Jamestown  Foundation:  September  1,  2005). 

38.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Elizabeth  Economy, 
February  2,  2006. 

39.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Jerry  Clifford,  Feb¬ 
ruary  2,  2006. 

40.  The  People’s  Republic  of  China  Environmental  Protection  Bureau,  2005  Nian 
Quanguo  Huanjing  Tongji  Gongbao  (2005  PRC  National  Environmental  Statistics 
Bulletin),  June  1,  2005. 

41.  The  People’s  Republic  of  China’s  State  Council  Information  Office,  Environ¬ 
mental  Protection  in  China  (1996-2005),  (Beijing:  June  5,  2006),  pp.  1,  15-17. 
english.people.com.cn/200606/05/eng200605 — 271168.html. 

42.  The  People’s  Republic  of  China’s  State  Council  Information  Office,  En¬ 
vironmental  Protection  in  China  (1996-2005),  (Beijing:  June  5,  2006),  p.  16. 
english.people.com.cn/200606/05/eng200605 — 271168.html. 

43.  Nathan  Nankivell,  The  National  Security  Implications  Of  China’s  Emerging 
Water  Crisis, (The  Jamestown  Foundation:  September  1,  2005). 

44.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Jerry  Clifford,  Feb¬ 
ruary  2,  2006. 

45.  Nathan  Nankivell,  China’s  Pollution  And  The  Threat  To  Domestic  And  Re¬ 
gional  Stability,  (The  Jamestown  Foundation:  October  25,  2005). 

46.  Keith  Bradsher  and  David  Barboza,  “CHINA:  Pollution  From  Chinese  Coal 
Casts  A  Global  Shadow,”  The  New  York  Times,  June  11,  2006,  p.  1. 

47.  Keith  Bradsher  and  David  Barboza,  “CHINA:  Pollution  From  Chinese  Coal 
Casts  A  Global  Shadow,”  The  New  York  Times,  June  11,  2006,  p.  1. 

48.  Andrew  Baston,  “China’s  Choke-Hold  Over  Asia,”  The  Far  Eastern  Economic 
Review,  vol.  167,  iss.  27,  July  8,  2004,  p.  28. 

49.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Elizabeth  Economy, 
February  2,  2006. 

50.  U.S. -China  Economic  &  Security  Review  Commission,  Hearing  on  Major  In¬ 
ternal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Elizabeth  Economy, 
February  2,  2006. 

51.  Richard  Finney  and  Luisetta  Mudie,  “Russia  Demands  China  River  Clean¬ 
up,”  Radio  Free  Asia  Online,  July  17,  2006. 

52.  Cindy  Sui,  “Analysts  Say  Corruption,  Abuse  of  Power  Behind  China’s  Rural 
Unrest,”  Agence-France  Presse,  December  12,  2005. 

53.  Cindy  Sui,  “Analysts  Say  Corruption,  Abuse  of  Power  Behind  China’s  Rural 
Unrest,”  Agence-France  Presse,  December  12,  2005. 

54.  Mark  Lee,  “Fraud  Fears  Keeping  Firms  Out  of  China,”  The  Standard,  June 
19,  2006. 

55.  Peter  Goodman,  “Common  in  China,  Kickbacks  Create  Trouble  for  U.S.  Com¬ 
panies  at  Home,”  The  Washington  Post,  August  22,  2005,  p.  Al. 


196 


56.  Peter  Goodman,  “Common  in  China,  Kickbacks  Create  Trouble  for  U.S.  Com¬ 
panies  at  Home,”  The  Washington  Post,  August  22,  2005,  p.  Al. 

57.  Peter  Goodman,  “Common  in  China,  Kickbacks  Create  Trouble  for  U.S.  Com¬ 
panies  at  Home,”  The  Washington  Post,  August  22,  2005,  p.  Al. 

58.  Joseph  McDonald,  “China’s  Hu  to  Communists:  Stop  Corruption,”  The  Asso¬ 
ciated  Press,  June  30,  2006. 

59.  Joseph  McDonald,  “China’s  Hu  to  Communists:  Stop  Corruption,”  The  Asso¬ 
ciated  Press,  June  30,  2006. 

60.  “China  Navy  Chief  Sacked  for  Graft,”  BBC  News  Online,  June  29,  2006. 

61.  “China  Navy  Chief  Sacked  for  Graft,”  BBC  News  Online,  June  29,  2006. 

62.  Jim  Yardley,  “The  Chinese  Go  After  Corruption,  Corruptly,”  The  New  York 
Times,  October  22,  2006. 

63.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Albert  Keidel,  Feb¬ 
ruary  2,  2006. 

64.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Albert  Keidel,  Feb¬ 
ruary  2,  2006. 

65.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Anne  Thurston, 
February  3,  2006. 

66.  Antoaneta  Bezlova,  “Rural  Unrest  Rooted  in  Abuses  Of  Limited  Land 
Rights,”  Inter  Press  Service,  March  24,  2006. 

67.  Thomas  Lum,  Social  Unrest  in  China,  (Congressional  Research  Service, 
Washington,  DC:  May  8,  2006),  p.  3. 

68.  Thomas  Lum,  Social  Unrest  in  China,  (Congressional  Research  Service, 
Washington,  DC:  May  8,  2006),  pp.  4-5. 

69.  Fred  Gale,  Brian  Lohmar,  Francis  Tuan,  China’s  New  Farm  Subsidies,  (U.S. 

Department  of  Agriculture,  Washington,  DC:  February  2005),  pp.3-8. 

www.ers.usda.gov/publicationsAYRS0501AYRS0501. pdf. 

70.  Fred  Gale,  Brian  Lohmar,  Francis  Tuan,  China’s  New  Farm  Subsidies, 
(U.S.  Department  of  Agriculture,  Washington,  DC:  February  2005),  p.  6. 
www.ers.usda.gov/publications/WRS0501AYRS0501. pdf. 

71.  Joseph  Kahn,  “Chinese  Girls’  Toil  Brings  Pain,  Not  Riches,”  The  New  York 
Times,”  October  2,  2003. 

72.  Thomas  Lum,  Social  Unrest  in  China,  (Congressional  Research  Service, 
Washington,  DC:  May  8,  2006),  p.  7. 

73.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  David  Welker,  Feb¬ 
ruary  2,  2006. 

74.  David  Barboza,  “China  Drafts  Law  to  Empower  Unions  and  End  Labor 
Abuse,”  The  New  York  Times,  October  13,  2006. 

75.  David  Katz,  “Monitoring  China  Supply-Chain  Risk,”  CFO.com,  March  2, 
2006. 

76.  Jason  Dean,  “China’s  Violent  Protests  Worry  Some  Investors,”  The  Wall 
Street  Journal,  January  18,  2006. 

77.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Jerry  Clifford,  Feb¬ 
ruary  2,  2006. 

78.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  Feb¬ 
ruary  2,  2006. 

79.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Elizabeth  Economy, 
February  2,  2006. 

80.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  James  Keith,  Feb¬ 
ruary  2,  2006. 

81.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Albert  Keidel,  Feb¬ 
ruary  2,  2006. 

82.  U.S. -China  Economic  and  Security  Review  Commission,  ,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  James  Keith,  Feb¬ 
ruary  2,  2006. 

83.  U.S.  Department  of  State,  “China,  United  States  Share  Long  History  Of 
Science  Cooperation,”  (Washington,  DC:  April  15,  2005). 


197 


84.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Jerry  Clifford,  Feb¬ 
ruary  2,  2006. 

85.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  Major 
Internal  Challenges  Facing  the  Chinese  Leadership,  testimony  of  Bates  Gill,  Feb¬ 
ruary  2,  2006. 

86.  U.S.  Department  of  Labor,  “United  States  Department  Of  Labor — Engage¬ 
ment  With  The  People’s  Republic  Of  China,”  (Washington,  DC:  July  21,  2006). 


CHAPTER  6 

CHINA’S  MEDIA  AND  INFORMATION 
CONTROLS 


The  Commission  shall  investigate  and  report  on  “FREEDOM  OF 
EXPRESSION” — The  implications  of  restrictions  on  speech 
and  access  to  information  in  the  People’s  Republic  of  China  for 
its  relations  with  the  United  States  in  the  areas  of  economic 
and  security  policy.” 


Key  Findings 

•  The  Chinese  government  has  put  in  place  extensive  controls  to 
direct  the  flow  of  information  to  its  citizens,  stifling  dissent  and 
allowing  the  government  to  shape  public  opinion  and  views  of 
foreign  countries  such  as  the  United  States. 

•  The  use  of  legislation  and  the  imprisonment  of  journalists,  espe¬ 
cially  Chinese  employees  of  foreign  media,  have  led  the  Chinese 
media  to  “self-censor”  to  avoid  prosecution.  The  U.S.  government, 
media,  and  businesses  are  unable  to  obtain  basic  economic,  mar¬ 
ket,  demographic,  agricultural,  and  political  information. 

•  The  Chinese  government  filters  the  Internet,  using  regulation, 
software,  and  hardware  to  prevent  citizens  from  obtaining  access 
to  information  it  deems  unacceptable,  as  well  as  information 
from  foreign  media  sources.  Internet-related  U.S.  companies  that 
wish  to  do  business  in  China  are  forced  to  choose  between  com¬ 
plying  with  Chinese  regulations  that  limit  free  speech,  or  not  en¬ 
tering  the  Chinese  market  at  all. 

In  an  ongoing  effort  to  maintain  its  hold  on  power,  promote  na¬ 
tionalism,  limit  access  to  a  free  press,  and  stifle  dissent,  China  has 
been  increasing  its  control  over  media  and  information  flows,  in¬ 
cluding  the  Internet.  Through  this  control  and  manipulation,  the 
Chinese  government  shapes  public  opinion,  including  public  opin¬ 
ion  regarding  Taiwan  and  the  United  States.  This  creates  mis¬ 
understanding  and  can  induce  public  protests  against  foreign  coun¬ 
tries.  The  Commission  remains  concerned  about  the  long-term  ef¬ 
fects  of  these  practices  on  the  way  that  Chinese  citizens  who  are 
subjected  to  manipulated  and  highly  controlled  information  view 
the  United  States  and  other  democratic  nations. 

In  April  2006,  the  State  Department  complained  about  increased 
Chinese  censorship  and  abuse  of  China’s  journalists  by  the  Chinese 
government.1  This  is  supported  by  a  leading  journalists’  rights 
group,  Reporters  Without  Borders,  that  noted,  “Faced  with  growing 
social  unrest,  the  [Chinese]  government  has  chosen  to  impose  a 
news  blackout.  The  press  has  been  forced  into  self-censorship,  the 
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Internet  purged,  and  foreign  media  kept  at  a  distance.”2  The  cen¬ 
sorship  crackdown  is  so  severe  that  a  group  of  retired,  senior  Chi¬ 
nese  officials  openly  complained  about  media  censorship  and  the 
closing  of  an  investigative  newspaper.3 

To  achieve  its  objectives,  China  employs  an  army  of  censors  who, 
on  a  daily  basis,  notify  Chinese  editors  about  topics  that  are  pro¬ 
hibited  that  day.4  Censors  will  have  increasing  power  if  a  new  law 
passes  that  permits  a  $17,000  fine  for  those  reporting  on  public 
emergencies  or  “sudden  events”  without  government  approval.5 
Government  harassment  and  abuse  of  journalists  in  China  con¬ 
tinues.6  At  the  beginning  of  2006,  there  were  reportedly  over  30 
journalists  imprisoned  in  China.7  Chinese  journalists  with  connec¬ 
tions  to  foreign  media  are  particularly  vulnerable  to  government 
abuse.8  For  example,  despite  being  arrested  in  September  2004, 
New  York  Tunes  researcher  Zhao  Yan  was  not  tried  until  August 
2006.  While  the  charge  of  disclosing  “state  secrets”  was  dropped, 
Zhao  was  still  sentenced  to  three  years  on  a  fraud  charge.9  The 
same  week,  Ching  Cheong,  a  correspondent  for  Singapore’s  The 
Straits  Times,  also  was  sentenced  to  five  years  in  prison  for  selling 
“state  secrets”  to  Taiwan.10 

The  Chinese  central  government  is  particularly  active  in  cen¬ 
soring  foreign  media.  In  April  2006  China  renewed  a  law  banning 
television  stations  from  broadcasting  foreign  news  footage  without 
prior  screening.11  China  also  prohibits  the  import  of  foreign  polit¬ 
ical  publications  and  earlier  this  spring  banned  the  U.S. -based 
magazine  Rolling  Stone.  In  addition,  the  Chinese  government  jams 
the  radio  transmissions  from  the  Voice  of  America  and  the  Chi- 
nese-language  service  of  Radio  Free  Asia.13  Complaints  filed 
through  the  U.S.  Federal  Communications  Commission  to  the 
International  Telecommunications  Union  have  met  with  no  success 
in  stopping  the  interference. 14 

In  early  September  2006,  Xinhua,  the  Chinese  state  news  agen¬ 
cy,  promulgated  new  measures  that  require  foreign  news  agencies 
to  have  their  information  approved  through  Xinhua  before  it  can  be 
released  to  other  Chinese  media.  Furthermore,  foreign  media  must 
use  only  entities  approved  by  Xinhua  as  their  agents  in  China. 
These  measures  effectively  make  the  state  news  agency  the  gate¬ 
keeper  for  foreign  media  reports  entering  China.15 

As  Internet  use  has  burgeoned  in  China,  the  government’s  efforts 
to  censor  and  control  its  use  have  increased  dramatically  for  the 
same  reasons  China  censors  the  traditional  media:  preventing  for¬ 
eign  and  domestic  criticism  and  stifling  organized  protests.  In 
2005,  111  million  Chinese  went  on-line,  making  it  the  second  larg¬ 
est  Internet-using  country.16  However,  the  Chinese  government 
censors  the  Internet  both  by  filtering  it  for  “key  words”  it  finds  un¬ 
acceptable  and  by  blocking  entire  Web  sites.17  Both  access  to  Web 
sites  potentially  critical  of  the  government  that  are  run  by  other 
governments,  human  rights  organizations,  or  political  groups,  and 
Internet  content  are  restricted  in  China  by  the  world’s  most  sophis¬ 
ticated  Internet  censorship  force.  Blocked  sites  have  included  those 
operated  by  the  British  Broadcasting  Corporation,  Voice  of  Amer¬ 
ica,  Radio  Free  Asia,  and  The  New  York  Tunes.18 

According  to  the  Open  Net  Initiative,  “China  operates  the  most 
extensive,  technologically  sophisticated,  and  broad-reaching  system 
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of  Internet  filtering  in  the  world.  The  implications  of  this  distorted 
on-line  information  environment  for  China’s  users  are  profound, 
and  disturbing.”19  Techniques  used  to  disrupt  Internet  access  in¬ 
clude  using  routers  and  software  to  block  or  disrupt  connections  to 
sensitive  sites  and  discussion  boards,20  imposition  of  burdensome 
licensing  requirements,  and  harsh  enforcement  of  prohibitions  that 
prompts  self-censorship.21  Internet  service  providers,  as  a  condition 
of  operating  in  China,  must  retain  personal  data  on  their  sub¬ 
scribers  such  as  their  phone  numbers,  sites  they  viewed,  and  the 
amount  of  Internet  time  they  used,  and  provide  that  information 
to  the  Chinese  government  when  requested  to  do  so.22 

The  role  of  U.S.  companies  in  China’s  Internet  censorship  efforts 
has  been  widely  discussed  since  Google  introduced  a  search  engine, 
Google.cn,  for  the  Chinese  market.  In  order  to  operate  this  site  in 
China,  Google  agreed  to  obey  Beijing’s  censorship  rules  and  in 
China  eliminate  search  results  the  government  identified  as  unac¬ 
ceptable.23  Other  U.S.  companies  also  have  cooperated  with  Bei¬ 
jing.  In  2004  Yahoo  provided  Beijing  with  information  about  one  of 
its  email  users  who  subsequently  was  jailed  for  leaking  government 
information  to  a  pro-democracy  group  in  New  York.24  In  December 
2005,  Microsoft,  at  Beijing’s  request,  removed  the  postings  of  a 
free-speech  advocate,  Zhao  Jing,  from  its  blogging  service.25  Amer¬ 
ican  technology  firms  also  have  sold  hardware  to  China  for  use  in 
monitoring  or  filtering  the  online  activities  of  its  citizens.26 

U.S.  Responses  and  Initiatives 

In  response  to  Chinese  attempts  to  limit  access  and  filter  the 
content  of  the  Web  sites  of  U.S.-sponsored  programs  such  as  Voice 
of  America  and  Radio  Free  Asia,  the  U.S.  Broadcasting  Board  of 
Governors  has  devised  a  “push-pull”  system.  Mr.  Kenneth  Berman 
of  the  Board  described  the  “push”  as  e-mails  designed  to  pass 
through  Chinese  e-mail  censoring  software,  sent  to  “those  users  in 
China  who  would  find  the  news  interesting,  useful,  or  a  necessary 
complement  to  the  official,  approved  news  stories.”27  The  “pull” 
consists  of  a  link  inside  the  e-mail  to  a  “proxy  site,”  one  that  is  not 
yet  filtered  by  Chinese  Internet  controls,  yet  provides  access  to  the 
Voice  of  America  and  Radio  Free  Asia  Web  sites  and,  if  so  desired, 
then  on  to  any  other  site  in  the  world.28 

During  the  109th  Congress,  several  bills  were  introduced  in  the 
House  that  propose  establishment  of  an  office  within  the  U.S.  gov¬ 
ernment  to  monitor  global  Internet  freedom,  prepare  an  annual  re¬ 
port  on  countries  that  restrict  their  citizens’  access  to  the  Internet, 
and  prohibit  U.S.  businesses  from  allowing  Internet  filtering  or  ex¬ 
porting  filtering-related  technologies.  Some  of  the  bills  also  estab¬ 
lish  civil  and  criminal  penalties  for  assisting  Internet-filtering 
countries.29 

In  February  2006,  Secretary  of  State  Condoleezza  Rice  estab¬ 
lished  the  Global  Information  Freedom  Task  Force,  an  interagency 
group  that  considers  foreign  policy  aspects  of  Internet  freedom  and 
the  impact  of  censorship  on  U.S.  companies,  and  that  makes  rec¬ 
ommendations  to  the  Secretary  on  policy  and  diplomatic  initiatives 
that  maximize  access  to  the  Internet  while  minimizing  foreign  gov¬ 
ernment  efforts  to  block  information.30  The  Task  Force’s  second 
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meeting  focused  on  the  challenges  to  Internet  freedom  in  China 
among  other  countries.31 

RECOMMENDATIONS 

•  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  demand  that  China  stop  jamming  Voice  of  America 
and  Radio  Free  Asia  broadcasts,  and  to  instruct  its  officials  to 
raise  the  issue  of  media  and  Internet  freedom  in  meetings  with 
their  Chinese  counterparts  and  to  remind  those  counterparts 
that  jailing  journalists  for  publishing  information  China  finds 
distasteful  only  draws  negative  attention  from  the  international 
community. 

•  The  Commission  recommends  that  Congress  prohibit  disclosure 
by  U.S.  companies  to  the  Chinese  government,  in  the  absence  of 
formal  legal  action  by  the  Chinese  government,  of  information 
about  Chinese  users  or  authors  of  online  content.  Congress 
should  require  that  where  a  U.S.  company  is  compelled  to  act,  it 
shall  inform  the  U.S.  government.  A  compilation  of  this  informa¬ 
tion  should  be  made  publicly  available  semi-annually. 

•  The  Commission  recommends  that  Congress  expand  support  for 
both  the  Broadcasting  Board  of  Governors’  program  for  circum¬ 
venting  Chinese  Internet  censorship  and  the  U.S.  State  Depart¬ 
ment’s  Global  Internet  Freedom  Task  Force. 
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THE  COMMISSION’S  RECOMMENDATIONS 


Chapter  1  —  The  U.S.-China  Trade  and  Economic 
Relationship 

Currency  manipulation 

1.  The  Commission  recommends  that  Congress  urge  the  Adminis¬ 
tration  to  take  to  the  World  Trade  Organization  (WTO)  and  the 
International  Monetary  Fund  (IMF)  a  complaint  about  China’s 
manipulation  of  its  currency.  This  manipulation  contravenes 
both  the  letter  and  the  spirit  of  WTO  rules  and  the  IMF  char¬ 
ter. 

2.  The  Commission  recommends  that  Congress  pass  legislation  to 
modify  the  requirements  of  the  Treasury  Department’s  bian¬ 
nual  report  on  countries  that  practice  currency  manipulation, 
by  making  it  clear  that  countries  that  artificially  peg  their  cur¬ 
rency  in  order  to  gain  an  export  advantage  should  be  identified 
as  violating  the  principles  of  international  trade.  The  Commis¬ 
sion  also  recommends  that  Congress  eliminate  the  requirement 
that  a  country  must  be  running  a  global  trade  surplus  to  be 
designated  a  currency  manipulator.1 

3.  The  Commission  recommends  that  Congress  enact  legislation 
to  define  currency  manipulation  and  loan  forgiveness  as  illegal 
export  subsidies  subject  to  countervailing  duty  penalties  levied 
against  an  offending  country’s  exports. 

4.  The  Commission  recommends  that  Congress  pass  legislation  to 
allow  the  U.S.  Department  of  Commerce  to  impose  counter¬ 
vailing  duties  against  non-market  economy  subsidies.  (Al¬ 
though  current  U.S.  practice  does  not  allow  such  duties  to  be 
imposed  against  non-market  economies,  such  actions  are  per¬ 
mitted  by  the  WTO.) 

Accounting  integrity 

5.  The  Commission  recommends  that  Congress  direct  the  Treas¬ 
ury  and  Commerce  Departments  to  examine  how  the  collection 
of  data  regarding  foreign  investment  in  the  United  States  can 
be  improved,  placing  particular  emphasis  on  the  feasibility  of 
tracking  how  foreign  central  banks  invest  their  reserves  in  dol¬ 
lar  denominated  assets. 


1  China  currently  is  running  a  large  global  current  account  surplus.  The  International  Mone¬ 
tary  Fund  estimates  China’s  global  current  account  surplus  will  be  $184  billion  in  2006,  having 
surged  from  $68.7  billion  in  2004  and  $160.8  billion  in  2005.  In  the  1990’s,  however,  China  ran 
far  smaller  surpluses  and  even  a  deficit  in  1993.  This  recommended  change  would  allow  the 
Treasury  Department  to  designate  China  as  a  currency  manipulator  even  during  a  year  when 
China’s  current  account  is  in  balance  or  in  deficit. 
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6.  The  Commission  recommends  that  Congress  encourage  the  ex¬ 
ecutive  branch  to  protest  any  Chinese  restrictions  on  the  free 
flow  of  financial  information. 

7.  The  Commission  recommends  that  Congress  urge  the  executive 
branch  to  open  negotiations  with  China  to  secure  approval  for 
foreign  credit  reporting  agencies  to  provide  uncensored  ratings 
of  all  Chinese  securities,  and  to  obtain  Chinese  central  govern¬ 
ment  agreement  that  Chinese  regulators  will  drop  licensing 
and  regulatory  requirements  that  dictate  criteria  for  the  hiring 
of  ratings  analysts. 

Dispute  resolution 

8.  The  Commission  recommends  that  Congress  urge  the  U.S. 
Trade  Representative  to  press  ahead  aggressively  with  a  WTO 
case  against  China  for  its  manifest  failures  to  enforce  intellec¬ 
tual  property  rights,  selecting  the  best  of  many  potential  cases 
in  order  to  establish  a  strong  precedent,  and  that  Congress 
urge  the  U.S.  Trade  Representative  to  enlist  other  nations  to 
join  in  the  case. 

9.  The  Commission  recommends  that  Congress  monitor  the  recent 
steps  taken  to  strengthen  and  enlarge  the  international  trade 
law  enforcement  office  within  the  Office  of  the  U.S.  Trade  Rep¬ 
resentative  and,  if  the  Representative  needs  additional  re¬ 
sources  to  investigate  and  prosecute  dispute  settlement  cases 
before  the  WTO,  that  Congress  provide  those  resources. 

10.  The  Commission  recommends  that  Congress  direct  the  Ad¬ 
ministration  to  increase  the  number  of  intellectual  property 
attaches  in  China  from  the  Office  of  the  U.S.  Trade  Rep¬ 
resentative,  the  U.S.  Patent  and  Trademark  Office,  and  the 
Departments  of  State,  Commerce,  Justice,  and  Homeland  Se¬ 
curity,  and  provide  sufficient  funding  to  the  parent  agencies 
to  support  these  additional  attaches. 

Fair  trade 

11.  The  Commission  recommends  that  Congress  urge  the  U.S. 
Trade  Representative  to  strengthen  its  annual  review  of  Chi¬ 
na’s  compliance  with  WTO  rules  by  adding  conclusions  and 
recommendations  to  its  report.  (Congress  instituted  the  re¬ 
quirement  that  the  Representative  prepare  this  report  when 
it  granted  China  permanent  normal  trade  relations  as  part  of 
China’s  admission  to  the  WTO.) 

Criminal  penalties  for  intellectual  property  rights  violations 

12.  The  Commission  recommends  that  the  U.S. -China  Inter¬ 
parliamentary  Exchange  raise  with  the  National  People’s 
Congress  the  need  to  lower  the  threshold  for  criminal  prosecu¬ 
tions  of  Chinese  intellectual  property  rights  violation  cases. 
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Chapter  2  —  China’s  Global  and  Regional  Activities  and 
other  Geostrategic  Developments 

China’s  regional  activities 

13.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  seek  direct  dialogue  and  cooperation  with  China 
with  regard  to  securing  a  resolution  to  the  conflict  in  the 
Darfur  region  of  Sudan  that  will  halt  the  genocide  occurring 
there  and  provide  security  and  basic  human  rights  for  the  af¬ 
fected  population.  Congress  should  instruct  the  Administra¬ 
tion  to  report  semiannually  on  China’s  actions  in  Sudan  and 
any  progress  that  has  been  made  through  dialogue  with 
China. 

14.  The  Commission  recommends  that  Congress  encourage  the 
Administration  to  intensify  engagement  with  Latin  American 
nations  in  light  of  expanding  Chinese  interests  in  the  region. 

15.  The  Commission  recommends  that  Congress  encourage  the 
Administration  to  seek  observer  status  for  the  United  States 
in  the  Shanghai  Cooperation  Organization  and  that  Congress 
also  encourage  the  Administration  to  monitor  closely  Iran’s 
participation  in  this  organization. 

16.  The  Commission  recommends  that  in  response  to  China’s  ef¬ 
forts  to  isolate  Taiwan,  Congress  encourage  the  Administra¬ 
tion  to  implement  a  long-term  policy  to  facilitate  Taiwan’s 
participation  in  international  organizations  and  activities  for 
which  statehood  is  not  a  prerequisite,  such  as  the  World 
Health  Organization,  the  Community  of  Democracy,  the  Pro¬ 
liferation  Security  Initiative,  and  other  multilateral  public 
health,  counterproliferation,  counterterror,  and  economic  orga¬ 
nizations  as  appropriate.  Congress  should  instruct  the  Admin¬ 
istration  to  report  annually  on  its  actions  to  ensure  that  Tai¬ 
wan  is  not  isolated  in  the  world  community. 

17.  The  Commission  recommends  that  Members  of  Congress, 
when  visiting  mainland  China,  also  visit  Hong  Kong,  and  that 
Congress  encourage  senior  Administration  officials,  including 
the  Secretary  of  State,  to  make  visits  to  Hong  Kong  part  of 
their  travel  to  China. 

18.  The  Commission  recommends  that  Congress  extend  the  re¬ 
porting  requirements  in  Section  301  of  the  United  States 
Hong  Kong  Policy  Act  of  1992,  P.L.  107-115,  22  U.S.C.  5731, 
for  five  more  years. 

China’s  proliferation  and  involvement  in  North  Korea’s  and 
Iran’s  nuclearization  activities 

19.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  seek  high-level  dialogue  with  China  intended  to 
obtain  strengthened  and  expanded  nonproliferation  commit¬ 
ments  and  activities  from  China  and,  in  particular,  (1)  to  ob¬ 
tain  China’s  agreement  to  participate  in  the  Proliferation  Se¬ 
curity  Initiative  and  the  Illicit  Activities  Initiative;  and  (2)  to 
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strengthen  its  export  controls  and  their  enforcement.  Toward 
this  end,  the  Commission  recommends  that  Congress — 

•  direct  the  Administration  to  provide  increased  export 
control  technical  assistance  to  China,  and 

•  appropriate  funds  to  support  that  increased  assistance. 

20.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  seek  agreement  with  China  to  carry  out  inspec¬ 
tions  at  sea  of  ships  bound  to  or  from  North  Korean  ports  and 
establish  a  U.S. -China  joint  operation  to  inspect  for  contra¬ 
band  all  shipping  containers  being  moved  to  or  from  North 
Korea  when  they  pass  through  Chinese  ports,  in  fulfillment  of 
the  obligations  under  U.N.  Security  Council  Resolution  1718 
to  prevent  the  sale  or  transfer  of  missiles,  and  nuclear  and 
other  weapons-related  materials  and  technologies,  to  and  from 
North  Korea. 

21.  The  Commission  recommends  that  current  sanctions  against 
Chinese  companies  that  proliferate  equipment  and  technology 
related  to  weapons  of  mass  destruction  and  their  delivery  sys¬ 
tems  be  broadened  and  harmonized  for  increased  effective¬ 
ness.  The  Commission  recommends  that  Congress  expand  cur¬ 
rent  sanctions  regimes  to  extend  penalties  to  the  Chinese  par¬ 
ent  company  of  a  subsidiary  that  engages  in  proliferation  ac¬ 
tivities,  regardless  of  the  parent  company’s  knowledge  of  or 
involvement  in  the  problematic  transaction.  Access  to  U.S. 
markets  (including  capital  markets),  technology  transfers,  and 
U.S.  government  grants  and  loans  should  be  restricted  from 
proliferating  companies  and  their  Chinese  parent  companies 
and  related  subsidiaries  irrespective  of  the  related  firms’ 
knowledge  of  the  transfers  in  question. 

22.  The  Commission  recommends  that  Congress  instruct  the  Ad¬ 
ministration  to  insist  that  China  fulfill  its  obligations  under 
U.N.  Security  Council  Resolutions  1695  and  1718  and  take 
more  significant  measures  to  denuclearize  the  Korean  penin¬ 
sula  and  counter  North  Korean  proliferation  activities.  The 
Congress  should  further  instruct  the  Administration  to  report 
semiannually  about  specific  actions  the  Chinese  government 
has  taken  in  this  regard. 

23.  The  Commission  recommends  that  Congress  instruct  the  Ad¬ 
ministration  to  engage  in  a  strategic  dialogue  with  China  and 
report  to  Congress  the  specific  actions  that  China  is  taking 
concerning  (1)  its  past  and  current  proliferation  activities  to 
Iran;  (2 )  its  public  stance  in  support  of  Iran’s  nuclear  energy 
program;  and  (3)  the  impact  of  Iran’s  secondary  proliferating 
transfers,  and  to  encourage  Middle  Eastern  and  European 
states  to  seek  to  persuade  China’s  government  to  act  more  re¬ 
sponsibly  and  diligently  to  curb  Chinese  proliferation  to  Iran. 

China’s  energy  needs  and  strategies 

24.  The  Commission  recommends  that  Congress  support  the  Ad¬ 
ministration’s  current  policy  dialogues  and  technical  ex¬ 
changes  with  China  pertaining  to  energy,  and  urge  the  Ad- 
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ministration  to  seek  additional  opportunities  for  the  United 
States  to  assist  China  to  increase  energy  efficiency,  reduce 
pollution  from  energy  consumption,  and  facilitate  the  use  of 
alternative  fuels. 

25.  The  Commission  recommends  that  Congress  obtain  detailed 
information  on  the  nature,  specific  sources,  and  extent  of  Chi¬ 
na’s  air  pollution,  and  its  detrimental  effects  both  in  China 
and  in  the  rest  of  the  world,  with  specific  attention  to  the  ef¬ 
fects  in  the  United  States. 

Chapter  3  —  China’s  Military  Power  and  its  Effects  on 
American  Interests  and  Regional  Security 

China’s  military  modernization 

26.  The  Commission  recommends  that  Congress  direct  the  Ad¬ 
ministration  to  engage  in  a  strategic  dialogue  with  China  on 
the  importance  of  space  surveillance,  the  military  use  of 
space,  and  space  weapons.  Such  a  dialogue  should  include 
strategic  warning  and  verification  measures. 

27.  The  Commission  recommends  that  Congress  instruct  the  Di¬ 
rector  of  National  Intelligence,  working  with  the  Department 
of  Defense,  to  formulate  and  establish  a  more  effective  pro¬ 
gram  for  assessing  the  nature,  extent,  and  strategic  and  tac¬ 
tical  implications  of  China’s  military  modernization  and  devel¬ 
opment. 

28.  The  Commission  recommends  that  Congress  require  the  De¬ 
partment  of  Defense  to  include  in  its  annual  report  to  Con¬ 
gress  on  China’s  military  power  an  assessment  of  U.S.  weap¬ 
ons  systems,  force  structure,  basing,  doctrine,  and  tactics  in 
order  to  maintain  a  favorable  balance  of  military  power  in  the 
region  and  to  ensure  U.S.  forces  will  prevail  as  rapidly  and 
effectively  as  possible  in  the  event  of  a  conflict  with  the  Chi¬ 
nese  military  over  Taiwan  or  other  interests  in  the  Asia-Pa¬ 
cific  region. 

U.S.  export  controls 

29.  The  Commission  recommends  that  Congress  enact  a  new  Ex¬ 
port  Administration  Act  to  clarify  U.S.  export  control  policy 
and  the  U.S.  approach  to  multilateral  export  control  regimes. 
The  new  legislation  should  take  into  account  new  and  emerg¬ 
ing  national  security  threats,  unique  U.S.  technological  ad¬ 
vances,  and  global  trade  developments  since  the  expired  Ex¬ 
port  Administration  Act  was  enacted  in  1979.  It  also  should 
establish  strengthened  penalties  against  violators. 

30.  The  Commission  further  recommends  that  Congress  encour¬ 
age  the  Administration,  as  it  reviews  U.S.  export  controls 
aimed  at  China,  to  engage  in  substantive  discussions  with 
U.S.  companies  and  business  groups  with  the  objective  of 
avoiding  the  imposition  of  unnecessary  export  burdens  that  do 
not  appreciably  enhance  U.S.  security  interests. 
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31.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  engage  in  more  vigorous  diplomatic  activity  at 
high  levels  in  order  to  obtain  multilateral  cooperation  nec¬ 
essary  for  effective  global  export  controls. 

32.  The  Commission  recommends  that  Congress  provide  adequate 
funding  to  support  an  increase  in  the  number  of  initial  and 
periodic  follow-up  end-use/end-user  verification  visits  for  ex¬ 
ports  licensed  to  China  and  Hong  Kong.  This  should  include 
increasing  the  number  of  qualified,  Mandarin-speaking  export 
control  officers  stationed  in  China  and  Hong  Kong. 

33.  The  Commission  recommends  that  Congress  encourage  the 
Administration  to  discuss  with  key  allies  the  establishment  of 
a  multilateral  arrangement  to  ensure  post-shipment  verifica¬ 
tion  of  the  status  of  certain  sensitive  technologies  exported  to 
China. 

The  military  balance  across  the  Taiwan  Strait 

34.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  encourage  Taiwan’s  Legislative  Yuan  to  approve 
the  purchase  of  the  remaining  components  of  the  arms  pack¬ 
age  offered  by  the  United  States  in  April  2001,  or  alternative 
systems  that  will  enhance  Taiwan’s  defense  capability,  and 
that  additional  arms  requests  from  Taiwan  be  considered  by 
the  U.S.  government  on  their  merits. 

Protection  of  government  computers  from  espionage 

35.  The  Commission  recommends  that  Congress  examine  the  fed¬ 
eral  procurement  process  to  ensure  that  all  agencies  consider 
security  measures  when  purchasing  computers. 

Chapter  4  —  A  Case  Study  of  the  Automotive  Industry 
that  Illustrates  Challenges  to  U.S.  Manufacturing 
and  the  U.S.  Defense  Industrial  Base 

36.  The  Commission  recommends  that  Congress  support  the  Ad¬ 
ministration’s  WTO  dispute  resolution  case  against  China’s 
proposed  imposition  of  a  25  percent  tariff  on  imported  auto 
parts. 

37.  The  Commission  recommends  that  Congress  fully  fund  pro¬ 
grams  such  as  the  Commerce  Department’s  Manufacturing 
Extension  Partnership  Program  (a  nationwide  network  of  ex¬ 
pertise  and  advice  to  aid  small  and  medium-sized  American 
manufacturers)  that  provide  counsel  on  such  matters  as  work¬ 
er  training,  process  technology,  information  technology,  and 
supply  chain  integration  to  help  U.S.  manufacturers  compete 
globally.2 


2  Although  the  Manufacturing  Extension  Partnership  Program  is  not  explicitly  discussed  in 
the  text  of  this  report,  it  was  an  issue  reviewed  during  the  Commission’s  July  17  hearing  in 
Dearborn,  Michigan.  U.S. -China  Economic  and  Security  Review  Commission,  Hearing  on  China’s 
Impact  on  the  U.S.  Auto  and  Auto  Parts  Industry,  testimony  of  Laurie  Moncrieff,  July  17,  2006. 
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38.  The  Commission  recommends  that  Congress  require  the  U.S. 
Department  of  Defense  to  trace  the  supply  chains  of  all  com¬ 
ponents  of  critical  weapons  systems. 

Chapter  5  —  China’s  Internal  Problems,  Beijing’s  Response, 
and  Implications  for  the  United  States 

39.  The  Commission  recommends  that  Congress  encourage  U.S. 
companies  to  work  with  their  Chinese  suppliers  to  improve 
China’s  environmental,  labor,  and  safety  standards,  which 
would  address  some  of  the  causes  of  unrest  facing  the  Chinese 
government. 

40.  The  Commission  recommends  that  Congress  encourage  Amer¬ 
ican  nongovernmental  organizations  and  the  State  Depart¬ 
ment  to  promote  new  and  existing  efforts  to  support  inde¬ 
pendent  Chinese  nongovernmental  organizations,  especially 
those  working  on  rule  of  law,  healthcare,  workers’  rights,  and 
environmental  issues. 

41.  The  Commission  recommends  that  Congress  instruct  the  Ad¬ 
ministration  to  promote  new  and  existing  cooperative  efforts 
with  China  that  improve  China’s  responses  to  transnational 
problems,  including  infectious  diseases  and  the  environment. 

Chapter  6  —  China’s  Media  and  Information  Controls 

42.  The  Commission  recommends  that  Congress  urge  the  Admin¬ 
istration  to  demand  that  China  stop  jamming  Voice  of  Amer¬ 
ica  and  Radio  Free  Asia  broadcasts,  and  to  instruct  its  offi¬ 
cials  to  raise  the  issue  of  media  and  Internet  freedom  in  meet¬ 
ings  with  their  Chinese  counterparts  and  to  remind  those 
counterparts  that  jailing  journalists  for  publishing  informa¬ 
tion  China  finds  distasteful  only  draws  negative  attention 
from  the  international  community. 

43.  The  Commission  recommends  that  Congress  prohibit  disclo¬ 
sure  by  U.S.  companies  to  the  Chinese  government,  in  the  ab¬ 
sence  of  formal  legal  action  by  the  Chinese  government,  of  in¬ 
formation  about  Chinese  users  or  authors  of  online  content. 
Congress  should  require  that  where  a  U.S.  company  is  com¬ 
pelled  to  act,  it  shall  inform  the  U.S.  government.  A  compila¬ 
tion  of  this  information  should  be  made  publicly  available 
semi-annually. 

44.  The  Commission  recommends  that  Congress  expand  support 
for  both  the  Broadcasting  Board  of  Governors’  program  for  cir¬ 
cumventing  Chinese  Internet  censorship  and  the  U.S.  State 
Department’s  Global  Internet  Freedom  Task  Force. 
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ADDITIONAL  VIEWS  OF  COMMISSIONERS 
GEORGE  BECKER,  C.  RICHARD  D’AMATO, 
THOMAS  DONNELLY,  KERRI  HOUSTON, 
PATRICK  A.  MULLOY  AND 
MICHAEL  R.  WESSEL 

This  year  marks  the  5th  anniversary  of  China’s  accession  to  the 
World  Trade  Organization  and  the  granting  of  permanent  normal 
trade  relations  by  Congress.  By  almost  any  measure,  the  promises 
made  by  China  and  the  arguments  offered  by  proponents  of  Con¬ 
gress’  decision  to  end  the  annual  Most  Favored  Nation  debate  have 
proven  spurious.  China  increasingly  threatens  our  national  and 
economic  security  interests.  The  current  approach  is  failing  to  meet 
our  core  objectives.  The  status  quo  approach  must  be  changed. 

Ending  the  annual  Most  Favored  Nation  debate  was  touted  as  a 
path  to  greater  openness,  democracy  and  freedom  in  China.  The 
record  proves  the  emptiness  of  these  claims.  China’s  communist 
leaders  continue  to  hold  their  citizens’  rights  hostage  to  the  leader¬ 
ship’s  desire  to  maintain  and  increase  power.  The  communist  lead¬ 
ership  continues  to  govern  virtually  every  aspect  of  the  people’s 
daily  lives  from  child  bearing  to  religious  observance  to  how  they 
may  express  their  opinions  to  their  friends  and  neighbors.  As  the 
Internet  has  flourished  so  has  the  Chinese  leaders’  desire  to  con¬ 
tain  it:  More  than  30,000  Internet  cops  observe  the  electronic 
musings,  postings,  communications  and  e-mail  of  their  citizens. 

Workers’  rights  are  controlled  with  an  iron  fist.  Even  in  rapidly 
expanding  areas,  where  labor  demand  has  increased,  the  ability  of 
workers  to  fully  share  in  the  fruits  of  their  labors  is  almost  non¬ 
existent.  A  formal  filing  on  workers’  rights  abuses  with  the  Bush 
Administration’s  USTR  documented  broad  workers  rights  viola¬ 
tions,  including  how  many  workers  were  never  paid  substantial 
percentages  of  their  wages. 

And,  we  now  see  that  U.S.  business  interests  who  claimed  that 
they  would  be  agents  of  change  in  China  are,  in  fact,  fighting  ef¬ 
forts  to  promote  workers  rights’  in  that  country. 

China  continues  to  drag  its  feet,  or  completely  ignore  the  commit¬ 
ments  it  made  as  part  of  its  accession  agreement  to  the  WTO.  It 
continues  its  massive  subsidies  to  ensure  the  development  and  suc¬ 
cess  of  its  companies.  And,  while  many  said  that  China’s  compara¬ 
tive  advantage  would  be  limited  to  low-value,  high  labor  content 
products  like  toys  and  textiles,  China  has  proven  to  be  a  fierce 
competitor  all  up  and  down  the  economic  food  chain.  Today,  the 
United  States  runs  a  huge  deficit  in  advanced  technology  products 
with  China  in  some  of  the  areas  that,  just  a  few  years  ago,  were 
viewed  as  the  shining  opportunity  for  America’s  future. 

PNTR  proponents  claimed  that  the  vast  Chinese  market  would 
provide  enormous  opportunities  for  U.S.  companies  to  sell  and  serv¬ 
ice  the  expanding  Chinese  consumer  market.  Here,  too,  the  prom¬ 
ises  have  fallen  way  short.  Few  profits  are  being  made  selling  into 
the  Chinese  market.  The  profits  come  from  exporting  back  to  Amer¬ 
ica.  Almost  60%  of  the  products  China  sells  to  the  U.S.  come  from 
foreign-invested  companies.  China  has  proven  to  be  more  of  a  site 
for  U.S.  products  to  be  “industrial  tourists” — component  products 
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sent  there  by  U.S.  companies  only  to  be  assembled  into  the  final 
products  that  are  shipped  right  back  to  our  shores. 

China  is  more  interested  in  having  our  companies  share  their 
technology  and  their  production  prowess  than  they  are  in  them 
reaping  profits.  And,  they’re  willing  to  get  our  technology  by  what¬ 
ever  means — legal  or  illegal. 

China  continues  to  expand  its  economic  infrastructure  to  expand 
its  capabilities  as  a  production  and  export  powerhouse.  In  steel,  in 
autos  and  in  many  other  areas,  China  is  rapidly  expanding  its  pro¬ 
duction  capacity  despite  a  global  glut  of  overcapacity  in  many  of 
these  products.  China  is  only  further  exacerbating  the  precarious 
economic  position  many  American  producers  already  face.  Within  a 
few  years,  China  will  send  finished  autos  to  the  U.S.  as  its  produc¬ 
tion  capacity  will  exceed  its  domestic  demand  by  almost  100  per¬ 
cent.  An  industry  that  is  already  on  the  ropes  here  in  the  U.S.  with 
broad  scale  plant  closures  and  workers  thrown  out  of  work  will  face 
further  decline.  Our  steel  sector  continues  to  face  rampant  dump¬ 
ing  and  predatory  efforts  of  the  Chinese. 

The  limited  and  mostly  one-sided  economic  benefits  from  China’s 
entry  into  the  WTO  are  irrefutable. 

The  Commission  is  tasked  with  reviewing  both  the  economic  and 
security  interests  of  the  United  States  vis-a-vis  China  as  well  as 
the  interrelationship  between  these  two  issues.  As  in  previous 
years,  the  Commission’s  work  has  shown  that  our  national  and  eco¬ 
nomic  security  are  inextricably  linked  and  that  China’s  actions 
threaten  our  own  interests. 

Around  the  globe,  China  has  sought  to  capture  natural  resources 
so  as  to  fuel  its  manufacturing  sector.  The  result  has  been  China’s 
willingness  to  embrace  the  leadership  of  countries  whose  actions 
and  activities  are  adverse  to  our  own.  For  example,  in  Sudan  China 
provides  the  weapons  and  support  for  those  committing  genocide. 
In  Iran,  Chinese  companies  have  proliferated  weapons  and  missile 
technology  to  a  country  that,  many  believe,  is  engaged  in  a  nuclear 
weapons  development  program.  Other  countries  benefit  as  well. 

The  Bush  Administration  has  noted  that  China’s  military  build¬ 
up  raises  serious  questions  in  terms  of  its  intended  use.  The  size 
of  its  military,  its  capacity  and  its  modernization  is  expanding  rap¬ 
idly.  Without  adequate  justification  for  its  activities,  we  are  left 
only  to  guess  as  to  their  ultimate  targets. 

China  is  a  great  nation  with  a  great  people.  Our  goal  should  be 
to  seek  mutual  advancement  to  enhance  the  lives  and  opportunities 
for  the  Chinese  people,  and  our  own  as  well.  The  two  are  not  mutu¬ 
ally  exclusive.  Unfortunately,  our  current  policies  rely  on  outdated, 
failed  theories  rather  than  realistic,  honest  approaches.  And,  the 
status  quo  approach  has  only  strengthened  China’s  communist 
leadership’s  power  and  hold  on  the  people. 

Our  nation’s  policy  of  engagement  must  be  updated  to  adhere  to 
the  reality  of  the  competition  and  the  approach  that  China’s  lead¬ 
ers  have  taken.  We  still  have  enormous  leverage — leverage  that,  to 
date,  we  have  largely  refused  to  use.  And,  our  leverage  declines  as 
our  dependence  on  China  increases. 

Now  is  the  time  for  us  to  review  the  lessons  of  past  years  and 
admit  that  a  serious  course  correction  is  necessary.  We  need  a  pol¬ 
icy  that  puts  the  interests  of  the  American  people  first. 
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ADDITIONAL  VIEWS  OF  COMMISSIONER 
PATRICK  A.  MULLOY 

I  was  pleased  to  sign  onto  the  Commission’s  2006  Report  and  the 
additional  views  of  Commissioner  George  Becker.  The  unanimously 
adopted  Report  and  those  additional  views  speak  for  themselves. 

There  is  an  issue  about  which  I  want  to  comment  briefly  because 
it  illuminates  the  underpinnings  of  our  present  trade  and  economic 
policies  toward  China.  It  is  implicit  in  the  Report  but  I  want  to 
state  it  explicitly.  The  interests  of  the  U.S. -based  multinational  cor¬ 
porations,  which  have  done  so  much  to  influence  our  current  poli¬ 
cies  toward  China,  are  often  not  aligned  with  the  broader  interests 
of  our  nation.  This  is  not  because  they  have  malevolent  intent.  It 
is  a  systemic  problem  for  which  we  must  develop  a  public  policy  re¬ 
sponse.  These  corporations,  as  they  are  charged  to  do  in  our  eco¬ 
nomic  system,  are  focused  on  “shareholder  value.”  They  are  not 
charged  to  consider  the  larger  impact  of  their  decisions  on  the 
American  economy  and  workers,  and  the  impetus  they  give  to  Chi¬ 
na’s  growing  international,  political,  and  military  strength. 

China  was,  for  many  centuries,  one  of  the  premier  economic  pow¬ 
ers  in  the  world.  In  the  early  19th  century,  due  in  some  measure 
to  China’s  engagement  with  the  Western  powers,  its  economy  and 
society  went  into  decline.  The  Communist  Party  gained  power  in 
China  in  1949  in  part,  because  it  championed  an  ideology  that  ex¬ 
plained  why  China’s  competitive  decline  had  taken  place,  and  of¬ 
fered  a  collectivist-based  economic  policy  as  a  remedy. 

That  economic  policy  failed  to  produce  the  desired  economic 
growth;  and  in  1978,  a  few  years  after  the  death  of  Mao  Tse  Tung, 
it  was  drastically  reformed.  A  key  part  of  the  new  economic  reform 
program  adopted  under  Deng  Xiaoping  consisted  of  attracting  for¬ 
eign  capital,  technology,  and  know-how  to  help  build  China’s  econ¬ 
omy.  China  wanted  that  strong  economy  not  only  to  raise  the 
standard  of  living  of  its  people,  but  also  as  a  base  on  which  to  build 
what  the  Chinese  describe  as  their  “comprehensive  national 
power.” 

China  has  instituted  economic  incentives,  including  subsidies 
and  an  underpriced  exchange  rate,  to  induce  foreign  companies  in¬ 
cluding  U.S.  multinational  corporations  to  increase  their  “share¬ 
holder  value”  by  transferring  production  facilities  and  technology  to 
China.  There  they  can  achieve  higher  profits  by  producing  goods 
for  sale  back  to  the  United  States  and  to  other  markets.  Such  in¬ 
centives  are  part  of  China’s  “export  led  growth  strategy.” 

As  this  Report  makes  clear,  the  Chinese  strategy  contributes  to 
the  imbalance  in  our  economic  and  trade  relationship,  and  to  the 
erosion  and  offshoring  of  America’s  manufacturing  and  technology 
base.  America’s  corporations  may  achieve  short-term  increases  in 
shareholder  value  by  cooperating  with  such  a  strategy,  but  overall 
the  situation  poses  a  long  term  threat  to  America’s  economic  pri¬ 
macy  and  even  our  national  security  as  we  lose  skills  and  capac¬ 
ities  essential  to  our  defense  industrial  base. 

America’s  policymakers  must  understand  that  the  interests  of 
the  multinational  corporations  and  the  policies  they  advocate  to¬ 
ward  China  are  not  necessarily  serving  the  larger  interests  of  our 
citizens  and  our  nation.  Many  of  the  findings  in  this  Report  are  de- 
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signed  to  give  our  elected  representatives  a  better  understanding 
of  China’s  export-led  growth  strategy  and  the  Report’s  rec¬ 
ommendations  advocate  some  new  tools  to  build  a  relationship  with 
China  that  begins  to  serve  our  larger  national  interests.  I  feel  for¬ 
tunate  to  have  been  part  of  the  bipartisan  group  that  worked  with 
a  very  capable  staff  to  produce  it. 
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ADDITIONAL  VIEWS  OF  COMMISSIONER 
WILLIAM  A.  REINSCH 

I  voted  in  favor  of  this  year’s  report,  as  I  did  in  2004,  again  as 
much  because  of  what  is  missing  as  because  of  what  is  there.  The 
report  avoids  some  of  the  flights  of  semi-hysterical  rhetoric  that 
have  plagued  it  in  the  past  as  well  as  many  of  the  poorly  conceived 
recommendations  made  in  past  years.  (Our  decision  not  to  include 
recommendations  from  previous  reports,  on  the  grounds  that  they 
remain  in  force  and  do  not  need  to  be  repeated,  has  made  my  deci¬ 
sion  easier.  They  may  still  be  “in  force,”  but  since  I  doubt  anyone 
remembers  them,  we  can  let  them  muddle  about  in  the  obscurity 
they  deserve.) 

Overall,  the  Commission  continues  to  slowly  lurch  towards  credi¬ 
bility,  taking  a  modest  step  forward  with  this  report.  We  continue 
our  impressive  record  of  thorough,  balanced,  hearings  with  expert 
witnesses  from  the  government  and  the  private  sector.  That  body 
of  work  provides  an  in  depth  set  of  studies  on  topics  important  to 
the  bilateral  relationship,  and  the  hearing  records  contain  signifi¬ 
cant  amounts  of  data  and  other  information  of  use  to  scholars  and 
policy  makers.  Some  of  that  scholarship  is  highlighted  in  this  re¬ 
port,  but  since  the  Commission  has  continued  its  practice  of  selec¬ 
tive  quotation,  researchers  should  review  the  full  hearing  records 
in  addition  to  this  report  to  get  the  full  picture  of  our  work. 

Particularly  noteworthy  this  year  are  the  report’s  sections  on  the 
Chinese  financial  system  and  its  government’s  energy  policies.  At 
the  same  time,  we  have  missed  opportunities  to  delve  more  deeply 
into  other  important  issues.  For  example,  while  I  welcome  the 
chapter  on  China’s  internal  problems,  we  have  used  it  more  to 
produce  a  litany  of  China’s  domestic  failures  than  as  an  oppor¬ 
tunity  to  study  the  impact  of  those  failures  on  China’s  future  and 
on  the  bilateral  relationship.  The  result  is  that  it  amounts  to  one 
more  among  many  lists  of  complaints  rather  than  a  chance  to  ad¬ 
vance  our  understanding  of  what  motivates  and  guides  Chinese  ac¬ 
tions. 

On  the  negative  side,  the  report  once  again  treats  China  as  an 
economic  and  security  threat  in  everything  but  name,  implying  a 
number  of  apocalyptic  outcomes — to  our  manufacturing  base,  our 
economy  generally,  to  Taiwan,  to  our  role  in  the  Pacific — if  we  don’t 
get  busy  countering  their  actions.  In  doing  so,  the  Commission  once 
again  demonstrates  its  gift  for  making  the  complex  far  too  simple. 
Everything  bad  happening  to  America  is  not  China’s  fault,  and 
even  if  China  takes  actions  the  Commission  favors,  such  as  reval¬ 
uing  its  currency,  our  problems  will  largely  remain. 

Nowhere  is  this  analytical  problem  more  obvious  than  in  the  case 
study  of  the  automobile  industry.  While  the  Chinese  are  clearly 
using  subsidies  and  other  industrial  policy  tactics  of  doubtful  WTO- 
legality  to  advance  their  industry,  with  significant  exports  some 
years  away,  it  is  hard  to  argue  that  they  are  the  primary  cause  of 
the  U.S.  industry’s  current  problems.  I  certainly  agree  that  we 
should  pursue  our  WTO  rights  in  this  sector,  as  we  are  doing,  and 
that  we  should  expand  our  efforts  to  persuade  China  to  pursue 
more  market-oriented  policies,  but  even  so,  the  fate  of  the  U.S. 
auto  industry  ultimately  hinges  on  what  we  do  here  in  the  United 
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States  to  enhance  our  industrial  and  technological  competitiveness. 
The  Commission’s  mandate  does  not  permit  us  to  delve  too  deeply 
into  those  broader  issues,  but  we  can  certainly  do  a  much  better 
job  of  acknowledging  their  primacy  rather  than  simply  complaining 
that  China  is  pursuing  policies  which  hurt  us,  even  if  they  are,  for 
China,  rational. 

One  related  area  where  the  Commission  is  on  the  right  track  is 
its  effort  to  identify  the  impact  of  Chinese  policies  on  our  defense 
industrial  base.  While  the  argument  is  not  thoroughly  proved 
here — and  while  the  solutions  lie  in  our  domestic  policies — it  is  an 
important  issue  to  pursue  which  will,  I  hope,  be  the  subject  of  fur¬ 
ther  work  next  year. 

There  are  a  number  of  areas  where  I  specifically  disagree  with 
the  Commission  majority — the  recommendation  concerning  cor¬ 
porate  parent  liability,  the  comments  on  the  relationship  between 
American  Internet  service  providers  and  the  Chinese  government, 
the  lack  of  a  more  forceful  recommendation  on  military-military 
contact,  some  of  the  language  on  Taiwan,  among  others — but  they 
are  fewer  than  in  past  years,  and  I  will  not  dwell  on  them  here. 

Finally,  as  in  past  years,  the  report  suffers  from  hubris — in  this 
case  the  idea  that  American  policies  and  goals  are  inevitably  supe¬ 
rior  and  that  nations  which  do  not  adopt  them  deserve  condemna¬ 
tion.  That  attitude  ignores  our  own  shortcomings,  where  we  do  not 
always  measure  up  to  our  own  standards,  and  it  also  ignores  the 
fact  that  behavior  we  do  not  like  might  nonetheless  be  rational 
from  the  other  nation’s  perspective,  particularly  in  light  of  its  cur¬ 
rent  stage  of  economic  and  political  development.  Our  insistence 
that  China  pursue  open  market  and  free  trade  policies,  for  exam¬ 
ple,  conveniently  ignores  the  fact  that  it  took  the  United  States 
more  than  150  years  to  decide  those  were  the  right  policies,  and 
even  now  we  still  fall  short. 

We  do  the  relationship  a  disservice  when  we  define  progress  in 
terms  of  what  is  good  for  us  or  some  higher  principle.  While  I  sup¬ 
port  encouraging  China  to  be  a  responsible  stakeholder,  we  should 
understand  first  that  being  such  does  not  always  mean  simply 
agreeing  with  the  United  States,  and  second  that  our  most  persua¬ 
sive  arguments  with  the  Chinese  have  consistently  been  our  expla¬ 
nations  of  why  a  particular  action  is  good  for  them  rather  than  why 
it  is  good  for  us  or  the  system  we  defend.  It  is  not  clear  from  this 
report  that  the  Commission  has  really  absorbed  that  lesson. 

China,  as  I  have  said  in  earlier  reports,  is  a  work  in  progress, 
and  while  its  progress  is  from  our  point  of  view  insufficient — a  view 
I  share — it  nonetheless  is  moving  forward,  and  we  make  further 
progress  less  likely  if  we  fail  to  note  that. 


APPENDIX  I 

UNITED  STATES-CHINA  ECONOMIC  AND 
SECURITY  REVIEW  COMMISSION  CHARTER 

22  U.S.C.  7002  (2001) 

The  Commission  was  created  on  October  30,  2000  by  the  Floyd 
D.  Spence  National  Defense  Authorization  Act  for  2001  §  1238, 
Pub.  L.  No.  106-398,  114  STAT.  1654A-334  (2000)  (codified  at  22 
U.S.C.  §7002  (2001),  as  amended  by  the  Treasury  and  General 
Government  Appropriations  Act  for  2002  §645  (regarding  employ¬ 
ment  status  of  staff)  &  §648  (regarding  changing  annual  report 
due  date  from  March  to  June),  Pub.L.  No.  107-67,  115  STAT.  514 
(Nov.  12,  2001);  as  amended  by  Division  P  of  the  “Consolidated  Ap¬ 
propriations  Resolution,  2003,”  Pub  L.  No.  108-7  (Feb.  20,  2003) 
(regarding  Commission  name  change,  terms  of  Commissioners,  and 
responsibilities  of  Commission);  as  amended  by  Pub.L.  No.  109-108 
(enacted  Nov.  22,  2005)  (regarding  responsibilities  of  Commission 
and  applicability  of  FACA). 

§  7002.  United  States-China  Economic  and  Security  Review 
Commission 

(a)  Purposes.  The  purposes  of  this  section  are  as  follows: 

(1)  To  establish  the  United  States-China  Economic  and  Security 
Review  Commission  to  review  the  national  security  implications  of 
trade  and  economic  ties  between  the  United  States  and  the  People’s 
Republic  of  China. 

(2)  To  facilitate  the  assumption  by  the  United  States-China  Eco¬ 
nomic  and  Security  Review  Commission  of  its  duties  regarding  the 
review  referred  to  in  paragraph  (1)  by  providing  for  the  transfer  to 
that  Commission  of  staff,  materials,  and  infrastructure  (including 
leased  premises)  of  the  Trade  Deficit  Review  Commission  that  are 
appropriate  for  the  review  upon  the  submittal  of  the  final  report 
of  the  Trade  Deficit  Review  Commission. 

(b)  Establishment  of  United  States-China  Economic  and  Security 
Review  Commission. 

(1)  In  general.  There  is  hereby  established  a  commission  to  be 
known  as  the  United  States-China  Economic  and  Security  Review 
Commission  (in  this  section  referred  to  as  the  “Commission”). 

(2)  Purpose.  The  purpose  of  the  Commission  is  to  monitor,  inves¬ 
tigate,  and  report  to  Congress  on  the  national  security  implications 
of  the  bilateral  trade  and  economic  relationship  between  the  United 
States  and  the  People’s  Republic  of  China. 

(3)  Membership.  The  United  States-China  Economic  and  Security 
Review  Commission  shall  be  composed  of  12  members,  who  shall 
be  appointed  in  the  same  manner  provided  for  the  appointment  of 
members  of  the  Trade  Deficit  Review  Commission  under  section 
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127(c)(3)  of  the  Trade  Deficit  Review  Commission  Act  (19  U.S.C. 
2213  note),  except  that — 

(A)  Appointment  of  members  by  the  Speaker  of  the  House  of  Rep¬ 
resentatives  shall  be  made  after  consultation  with  the  chairman  of 
the  Committee  on  Armed  Services  of  the  House  of  Representatives, 
in  addition  to  consultation  with  the  chairman  of  the  Committee  on 
Ways  and  Means  of  the  House  of  Representatives  provided  for 
under  clause  (iii)  of  subparagraph  (A)  of  that  section; 

(B)  Appointment  of  members  by  the  President  pro  tempore  of  the 
Senate  upon  the  recommendation  of  the  majority  leader  of  the  Sen¬ 
ate  shall  be  made  after  consultation  with  the  chairman  of  the  Com¬ 
mittee  on  Armed  Services  of  the  Senate,  in  addition  to  consultation 
with  the  chairman  of  the  Committee  on  Finance  of  the  Senate  pro¬ 
vided  for  under  clause  (i)  of  that  subparagraph; 

(C)  Appointment  of  members  by  the  President  pro  tempore  of  the 
Senate  upon  the  recommendation  of  the  minority  leader  of  the  Sen¬ 
ate  shall  be  made  after  consultation  with  the  ranking  minority 
member  of  the  Committee  on  Armed  Services  of  the  Senate,  in  ad¬ 
dition  to  consultation  with  the  ranking  minority  member  of  the 
Committee  on  Finance  of  the  Senate  provided  for  under  clause  (ii) 
of  that  subparagraph; 

(D)  Appointment  of  members  by  the  minority  leader  of  the  House 
of  Representatives  shall  be  made  after  consultation  with  the  rank¬ 
ing  minority  member  of  the  Committee  on  Armed  Services  of  the 
House  of  Representatives,  in  addition  to  consultation  with  the 
ranking  minority  member  of  the  Committee  on  Ways  and  Means  of 
the  House  of  Representatives  provided  for  under  clause  (iv)  of  that 
subparagraph; 

(E)  Persons  appointed  to  the  Commission  shall  have  expertise  in 
national  security  matters  and  United  States-China  relations,  in  ad¬ 
dition  to  the  expertise  provided  for  under  subparagraph  (B)(i)(I)  of 
that  section; 

(F)  Each  appointing  authority  referred  to  under  subparagraphs 
(A)  through  (D)  of  this  paragraph  shall — 

(i)  appoint  3  members  to  the  Commission; 

(ii)  make  the  appointments  on  a  staggered  term  basis,  such 
that — 

(I)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2003; 

(II)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2004;  and 

(III)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2005; 

(iii)  make  all  subsequent  appointments  on  an  approximate  2-year 
term  basis  to  expire  on  December  31  of  the  applicable  year;  and 

(iv)  make  appointments  not  later  than  30  days  after  the  date  on 
which  each  new  Congress  convenes. 

(G)  Members  of  the  Commission  may  be  reappointed  for  addi¬ 
tional  terms  of  service  as  members  of  the  Commission;  and 

(H)  Members  of  the  Trade  Deficit  Review  Commission  as  of  the 
date  of  the  enactment  of  this  Act  [enacted  Oct.  30,  2000]  shall 
serve  as  members  of  the  United  States-China  Economic  and  Secu¬ 
rity  Review  Commission  until  such  time  as  members  are  first  ap- 
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pointed  to  the  United  States-China  Economic  and  Security  Review 
Commission  under  this  paragraph. 

(4)  Retention  of  support.  The  United  States-China  Economic  and 
Security  Review  Commission  shall  retain  and  make  use  of  such 
staff,  materials,  and  infrastructure  (including  leased  premises)  of 
the  Trade  Deficit  Review  Commission  as  the  United  States-China 
Economic  and  Security  Review  Commission  determines,  in  the 
judgment  of  the  members  of  the  United  States-China  Economic  and 
Security  Review  Commission,  are  required  to  facilitate  the  ready 
commencement  of  activities  of  the  United  States-China  Economic 
and  Security  Review  Commission  under  subsection  (c)  or  to  carry 
out  such  activities  after  the  commencement  of  such  activities. 

(5)  Chairman  and  vice  chairman.  The  members  of  the  Commis¬ 
sion  shall  select  a  Chairman  and  Vice  Chairman  of  the  Commission 
from  among  the  members  of  the  Commission. 

(6)  Meetings. 

(A)  Meetings.  The  Commission  shall  meet  at  the  call  of  the 
Chairman  of  the  Commission. 

(B)  Quorum.  A  majority  of  the  members  of  the  Commission  shall 
constitute  a  quorum  for  the  transaction  of  business  of  the  Commis¬ 
sion. 

(7)  Voting.  Each  member  of  the  Commission  shall  be  entitled  to 
one  vote,  which  shall  be  equal  to  the  vote  of  every  other  member 
of  the  Commission. 

(c)  Duties. 

(1)  Annual  report.  Not  later  than  June  1  each  year  [beginning  in 
2002],  the  Commission  shall  submit  to  Congress  a  report,  in  both 
unclassified  and  classified  form,  regarding  the  national  security  im¬ 
plications  and  impact  of  the  bilateral  trade  and  economic  relation¬ 
ship  between  the  United  States  and  the  People’s  Republic  of  China. 
The  report  shall  include  a  full  analysis,  along  with  conclusions  and 
recommendations  for  legislative  and  administrative  actions,  if  any, 
of  the  national  security  implications  for  the  United  States  of  the 
trade  and  current  balances  with  the  People’s  Republic  of  China  in 
goods  and  services,  financial  transactions,  and  technology  trans¬ 
fers.  The  Commission  shall  also  take  into  account  patterns  of  trade 
and  transfers  through  third  countries  to  the  extent  practicable. 

(2)  Contents  of  report.  Each  report  under  paragraph  (1)  shall  in¬ 
clude,  at  a  minimum,  a  full  discussion  of  the  following: 

(A)  The  portion  of  trade  in  goods  and  services  with  the  United 
States  that  the  People’s  Republic  of  China  dedicates  to  military 
systems  or  systems  of  a  dual  nature  that  could  be  used  for  military 
purposes. 

(B)  The  acquisition  by  the  People’s  Republic  of  China  of  advanced 
military  or  dual-use  technologies  from  the  United  States  by  trade 
(including  procurement)  and  other  technology  transfers,  especially 
those  transfers,  if  any,  that  contribute  to  the  proliferation  of  weap¬ 
ons  of  mass  destruction  or  their  delivery  systems,  or  that  under¬ 
mine  international  agreements  or  United  States  laws  with  respect 
to  nonproliferation. 

(C)  Any  transfers,  other  than  those  identified  under  subpara¬ 
graph  (B),  to  the  military  systems  of  the  People’s  Republic  of  China 
made  by  United  States  firms  and  United  States-based  multi¬ 
national  corporations. 
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(D)  An  analysis  of  the  statements  and  writing  of  the  People’s  Re¬ 
public  of  China  officials  and  officially-sanctioned  writings  that  bear 
on  the  intentions,  if  any,  of  the  Government  of  the  People’s  Repub¬ 
lic  of  China  regarding  the  pursuit  of  military  competition  with,  and 
leverage  over,  or  cooperation  with,  the  United  States  and  the  Asian 
allies  of  the  United  States. 

(E)  The  military  actions  taken  by  the  Government  of  the  People’s 
Republic  of  China  during  the  preceding  year  that  bear  on  the  na¬ 
tional  security  of  the  United  States  and  the  regional  stability  of  the 
Asian  allies  of  the  United  States. 

(F)  The  effects,  if  any,  on  the  national  security  interests  of  the 
United  States  of  the  use  by  the  People’s  Republic  of  China  of  finan¬ 
cial  transactions  and  capital  flow  and  currency  manipulations. 

(G)  Any  action  taken  by  the  Government  of  the  People’s  Republic 
of  China  in  the  context  of  the  World  Trade  Organization  that  is  ad¬ 
verse  or  favorable  to  the  United  States  national  security  interests. 

(H)  Patterns  of  trade  and  investment  between  the  People’s  Re¬ 
public  of  China  and  its  major  trading  partners,  other  than  the 
United  States,  that  appear  to  be  substantively  different  from  trade 
and  investment  patterns  with  the  United  States  and  whether  the 
differences  have  any  national  security  implications  for  the  United 
States. 

(I)  The  extent  to  which  the  trade  surplus  of  the  People’s  Republic 
of  China  with  the  United  States  enhances  the  military  budget  of 
the  People’s  Republic  of  China. 

(J)  An  overall  assessment  of  the  state  of  the  security  challenges 
presented  by  the  People’s  Republic  of  China  to  the  United  States 
and  whether  the  security  challenges  are  increasing  or  decreasing 
from  previous  years. 

(3)  Recommendations  of  report.  Each  report  under  paragraph  (1) 
shall  also  include  recommendations  for  action  by  Congress  or  the 
President,  or  both,  including  specific  recommendations  for  the 
United  States  to  invoke  Article  XXI  (relating  to  security  exceptions) 
of  the  General  Agreement  on  Tariffs  and  Trade  1994  with  respect 
to  the  People’s  Republic  of  China,  as  a  result  of  any  adverse  impact 
on  the  national  security  interests  of  the  United  States. 

(d)  Hearings. 

(1)  In  general.  The  Commission  or,  at  its  direction,  any  panel  or 
member  of  the  Commission,  may  for  the  purpose  of  carrying  out 
the  provisions  of  this  section,  hold  hearings,  sit  and  act  at  times 
and  places,  take  testimony,  receive  evidence,  and  administer  oaths 
to  the  extent  that  the  Commission  or  any  panel  or  member  con¬ 
siders  advisable. 

(2)  Information.  The  Commission  may  secure  directly  from  the 
Department  of  Defense,  the  Central  Intelligence  Agency,  and  any 
other  Federal  department  or  agency  information  that  the  Commis¬ 
sion  considers  necessary  to  enable  the  Commission  to  carry  out  its 
duties  under  this  section,  except  the  provision  of  intelligence  infor¬ 
mation  to  the  Commission  shall  be  made  with  due  regard  for  the 
protection  from  unauthorized  disclosure  of  classified  information 
relating  to  sensitive  intelligence  sources  and  methods  or  other  ex¬ 
ceptionally  sensitive  matters,  under  procedures  approved  by  the  Di¬ 
rector  of  Central  Intelligence. 

(3)  Security.  The  Office  of  Senate  Security  shall — 
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(A)  provide  classified  storage  and  meeting  and  hearing  spaces, 
when  necessary,  for  the  Commission;  and 

(B)  assist  members  and  staff  of  the  Commission  in  obtaining  se¬ 
curity  clearances. 

(4)  Security  clearances.  All  members  of  the  Commission  and  ap¬ 
propriate  staff  shall  be  sworn  and  hold  appropriate  security  clear¬ 
ances. 

(e)  Commission  personnel  matters. 

(1)  Compensation  of  members.  Members  of  the  United  States- 
China  Economic  and  Security  Review  Commission  shall  be  com¬ 
pensated  in  the  same  manner  provided  for  the  compensation  of 
members  of  the  Trade  Deficit  Review  Commission  under  section 
127(g)(1)  and  section  127(g)(6)  of  the  Trade  Deficit  Review  Commis¬ 
sion  Act  [19  U.S.C.  2213  note]. 

(2)  Travel  expenses.  Travel  expenses  of  the  United  States-China 
Economic  and  Security  Review  Commission  shall  be  allowed  in  the 
same  manner  provided  for  the  allowance  of  the  travel  expenses  of 
the  Trade  Deficit  Review  Commission  under  section  127(g)(2)  of  the 
Trade  Deficit  Review  Commission  Act  [19  U.S.C  §2213  note], 

(3)  Staff.  An  executive  director  and  other  additional  personnel  for 
the  United  States-China  Economic  and  Security  Review  Commis¬ 
sion  shall  be  appointed,  compensated,  and  terminated  in  the  same 
manner  provided  for  the  appointment,  compensation,  and  termi¬ 
nation  of  the  executive  director  and  other  personnel  of  the  Trade 
Deficit  Review  Commission  under  section  127(g)(3)  and  section 
127(g)(6)  of  the  Trade  Deficit  Review  Commission  Act  [19  U.S.C. 
§2213  note].  The  executive  director  and  any  personnel  who  are  em¬ 
ployees  of  the  United  States-China  Economic  and  Security  Review 
Commission  shall  be  employees  under  section  2105  of  title  5, 
United  States  Code,  for  purposes  of  chapters  63,  81,  83,  84,  85,  87, 
89,  and  90  of  that  title  [language  of  2001  amendment,  Sec.  645], 

(4)  Detail  of  government  employees.  Federal  Government  employ¬ 
ees  may  be  detailed  to  the  United  States-China  Economic  and  Se¬ 
curity  Review  Commission  in  the  same  manner  provided  for  the  de¬ 
tail  of  Federal  Government  employees  to  the  Trade  Deficit  Review 
Commission  under  section  127(g)(4)  of  the  Trade  Deficit  Review 
Commission  Act  [19  U.S.C.  §2213  note], 

(5)  Foreign  travel  for  official  purposes.  Foreign  travel  for  official 
purposes  by  members  and  staff  of  the  Commission  may  be  author¬ 
ized  by  either  the  Chairman  or  the  Vice  Chairman  of  the  Commis¬ 
sion. 

(6)  Procurement  of  temporary  and  intermittent  services.  The 
Chairman  of  the  United  States-China  Economic  and  Security  Re¬ 
view  Commission  may  procure  temporary  and  intermittent  services 
for  the  United  States-China  Economic  and  Security  Review  Com¬ 
mission  in  the  same  manner  provided  for  the  procurement  of  tem¬ 
porary  and  intermittent  services  for  the  Trade  Deficit  Review  Com¬ 
mission  under  section  127(g)(5)  of  the  Trade  Deficit  Review  Com¬ 
mission  Act  [19  U.S.C.  §2213  note]. 

(f)  Authorization  of  appropriations. 

(1)  In  general.  There  is  authorized  to  be  appropriated  to  the 
Commission  for  fiscal  year  2001,  and  for  each  fiscal  year  thereafter, 
such  sums  as  may  be  necessary  to  enable  the  Commission  to  carry 
out  its  functions  under  this  section. 
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(2)  Availability.  Amounts  appropriated  to  the  Commission  shall 
remain  available  until  expended. 

(g)  Federal  Advisory  Committee  Act.  The  provisions  of  the  Fed¬ 
eral  Advisory  Committee  Act  (5  U.S.C.  App.)  shall  not  apply  to  the 
Commission. 

Effective  date.  This  section  shall  take  effect  on  the  first  day  of  the 
107th  Congress. 

Amendments: 

SEC.  645.  (a)  Section  1238(e)(3)  of  the  Floyd  D.  Spence  National 
Defense  Authorization  Act  for  Fiscal  Year  2001  (as  enacted  by  Pub¬ 
lic  Law  106-398)  is  amended  by  adding  at  the  end  the  following: 
“The  executive  director  and  any  personnel  who  are  employees  of 
the  United  States-China  Economic  and  Security  Review  Commis¬ 
sion  shall  be  employees  under  section  2105  of  title  5,  United  States 
Code,  for  purposes  of  chapters  63,  81,  83,  84,  85,  87,  89,  and  90  of 
that  title.”  (b)  The  amendment  made  by  this  section  shall  take  ef¬ 
fect  on  January  3,  2001.” 

SEC.  648.  DEADLINE  FOR  SUBMISSION  OF  ANNUAL  RE¬ 
PORTS  BY  UNITED  STATES-CHINA  ECONOMIC  AND  SECU¬ 
RITY  REVIEW  COMMISSION.  Section  1238(c)(1)  of  the  Floyd  D. 
Spence  National  Defense  Authorization  Act  for  Fiscal  Year  2001  (as 
enacted  into  law  by  section  I  of  Public  Law  106-398)  is  amended 
by  striking  “March”  and  inserting  “June”. 

Changes:  Enacted  into  law  by  Division  P  of  the  “Consolidated 
Appropriations  Resolution,  2003”  Pub  L  108-7  dated  February  20, 
2003: 

H.  J.  Res.  2 — 

DIVISION  P— UNITED  STATES-CHINA  ECONOMIC  AND  SE¬ 
CURITY  REVIEW  COMMISSION 

SECTION  1.  SHORT  TITLE. — This  division  may  be  cited  as  the 
“United  States-China  Economic  and  Security  Review  Commission”. 

SEC.  2.  (a)  APPROPRIATIONS. — There  are  appropriated,  out  of 
any  funds  in  the  Treasury  not  otherwise  appropriated,  $1,800,000, 
to  remain  available  until  expended,  to  the  United  States-China 
Economic  and  Security  Review  Commission. 

(b)  NAME  CHANGE.— 

(1)  IN  GENERAL. — Section  1238  of  the  Floyd  D.  Spence  National 
Defense  Authorization  Act  of  2001  (22  U.S.C.  7002)  is  amended — 
as  follows:  In  each  Section  and  Subsection  where  it  appears,  the 
name  is  changed  to  the  “U.S.-CHINA  ECONOMIC  AND  SECU¬ 
RITY  REVIEW  COMMISSION”— 

(2)  REFERENCES. — Any  reference  in  any  Federal  law,  Executive 
order,  rule,  regulation,  or  delegation  of  authority,  or  any  document 
of  or  relating  to  the  United  States-China  Security  Review  Commis¬ 
sion  shall  be  deemed  to  refer  to  the  United  States-China  Economic 
and  Security  Review  Commission. 

(c)  MEMBERSHIP,  RESPONSIBILITIES,  AND  TERMS.— 

(1)  IN  GENERAL. — Section  1238(b)(3)  of  the  Floyd  D.  Spence 
National  Defense  Authorization  Act  of  2001  (22  U.S.C.  7002)  is 
amended  by  striking  subparagraph  (F)  and  inserting  the  following: 

“(F)  each  appointing  authority  referred  to  under  subparagraphs 
(A)  through  (D)  of  this  paragraph  shall — 


225 


“(i)  appoint  3  members  to  the  Commission; 

“(ii)  make  the  appointments  on  a  staggered  term  basis,  such 
that — 

“(I)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2003; 

“(II)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2004;  and 

“(III)  1  appointment  shall  be  for  a  term  expiring  on  December  31, 
2005; 

“(iii)  make  all  subsequent  appointments  on  an  approximate  2- 
year  term  basis  to  expire  on  December  31  of  the  applicable  year; 
and 

“(iv)  make  appointments  not  later  than  30  days  after  the  date  on 
which  each  new  Congress  convenes;”. 

SEC.  635.  (a)  Modification  of  Responsibilities. — Not  withstanding 
any  provision  of  section  1238  of  the  Floyd  D.  Spence  National  De¬ 
fense  Authorization  Act  for  Fiscal  Year  2001  (22  U.S.C.  7002),  or 
any  other  provision  of  law,  the  United  Sates-China  Economic  and 
Security  Review  Commission  established  by  subsection  (b)  of  that 
section  shall  investigate  and  report  exclusively  on  each  of  the  fol¬ 
lowing  areas: 

(1)  PROLIFERATION  PRACTICES.— The  role  of  the  People’s  Re¬ 
public  of  China  in  the  proliferation  of  weapons  of  mass  destruction 
and  other  weapons  (including  dual  use  technologies),  including  ac¬ 
tions,  the  United  States  might  take  to  encourage  the  People’s  Re¬ 
public  of  China  to  cease  such  practices. 

(2)  ECONOMIC  TRANSFERS. — The  qualitative  and  quantitative 
nature  of  the  transfer  of  United  States  production  activities  to  the 
People’s  Republic  of  China,  including  the  relocation  of  high  tech¬ 
nology,  manufacturing,  and  research  and  development  facilities, 
the  impact  of  such  transfers  on  United  States  national  security,  the 
adequacy  of  United  States  export  control  laws,  and  the  effect  of 
such  transfers  on  United  States  economic  security  and  employ¬ 
ment. 

(3)  ENERGY. — The  effect  of  the  large  and  growing  economy  of 
the  People’s  Republic  of  China  on  world  energy  supplies  and  the 
role  the  United  States  can  play  (including  joint  research  and  devel¬ 
opment  efforts  and  technological  assistance),  in  influencing  the  en¬ 
ergy  policy  of  the  People’s  Republic  of  China. 

(4)  UNITED  STATES  CAPITAL  MARKETS.— The  extent  of  ac¬ 
cess  to  and  use  of  United  States  capital  markets  by  the  People’s 
Republic  of  China,  including  whether  or  not  existing  disclosure  and 
transparency  rules  are  adequate  to  identify  People’s  Republic  of 
China  companies  engaged  in  harmful  activities. 

(5)  REGIONAL  ECONOMIC  AND  SECURITY  IMPACTS.— The 
triangular  economic  and  security  relationship  among  the  United 
States,  Taipei  and  the  People’s  Republic  of  China  (including  the 
military  modernization  and  force  deployments  of  the  People’s  Re¬ 
public  of  China  aimed  at  Taipei),  the  national  budget  of  the  Peo¬ 
ple’s  Republic  of  China,  and  the  fiscal  strength  of  the  People’s  Re¬ 
public  of  China  in  relation  to  internal  instability  in  the  People’s  Re¬ 
public  of  China  and  the  likelihood  of  the  externalization  of  prob¬ 
lems  arising  from  such  internal  instability. 
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(6)  UNITED  STATES-CHINA  BILATERAL  PROGRAMS.— 
Science  and  technology  programs,  the  degree  of  non-compliance  by 
the  People’s  Republic  of  China  with  agreements  between  the 
United  States  and  the  People’s  Republic  of  China  on  prison  labor 
imports  and  intellectual  property  rights,  and  United  States  enforce¬ 
ment  policies  with  respect  to  such  agreements. 

(7)  WORLD  TRADE  ORGANIZATION  COMPLIANCE.— The 
compliance  of  the  People’s  Republic  of  China  with  its  accession 
agreement  to  the  World  Trade  Organization  (WTO). 

(8)  FREEDOM  OF  EXPRESSION — The  implications  of  restric¬ 
tions  on  speech  and  access  to  information  in  the  People’s  Republic 
of  China  for  its  relations  with  the  United  States  in  the  areas  of  eco¬ 
nomic  and  security  policy. 

(b)  Applicability  of  Federal  Advisory  Committee  Act. -Subsection 
(g)  of  section  1238  of  the  Floyd  D.  Spence  National  Defense  Author¬ 
ization  Act  for  Fiscal  Year  2001  is  amended  to  read  as  follows: 

(g)  Applicability  of  FACA. — The  provisions  of  the  Federal  Advi¬ 
sory  Committee  Act  (5  U.S.C.  App.)  shall  apply  to  the  activities  of 
the  Commission. 

The  effective  date  of  these  amendments  shall  take  effect  on  the 
date  of  enactment  of  this  Act  [November  22,  2005]. 

FACA  Provisions 

Additional  Information: 

Duration:  The  Commission  will  exist  as  long  as  Congress  sees  fit. 

Costs:  The  Commission’s  FY  2006  appropriation  from  Congress  is 
$3.0  million.  The  Commission  expects  to  use  this  funding  to  sup¬ 
port  its  objectives.  Estimated  man-hours  to  support  the  Commis¬ 
sion’s  objectives  in  2006  are  45,000. 

Number  of  hearings  and  meetings:  It  is  estimated  that  the  Com¬ 
mission  will  hold  eight  to  twelve  hearings  in  2006.  It  is  estimated 
that  the  Commission  will  receive  five  classified  intelligence  brief¬ 
ings,  hold  six  meetings  to  discuss  administrative  matters,  hold  five 
non-hearing  information-gathering  sessions,  and  hold  between  five 
and  ten  meetings  relating  to  the  preparation  of  the  Commission’s 
Annual  Report.  This  tentative  schedule  is  subject  to  change  based 
on  changing  circumstances. 


APPENDIX  II 

BACKGROUND  OF  COMMISSIONERS 

Larry  M.  Wortzel,  Ph.D.,  Chairman 

Chairman  Larry  M.  Wortzel  was  appointed  to  the  U.S. -China 
Economic  and  Security  Review  Commission  on  November  9,  2001, 
and  reappointed  on  January  4,  2005,  by  House  Speaker  Dennis 
Hastert  for  a  two-year  term  expiring  December  31,  2006.  He  was 
unanimously  approved  as  Commission  Chairman  for  the  2006  Re¬ 
port  Cycle  on  February  2,  2006. 

He  previously  served  as  the  Director  of  the  Asian  Studies  Center 
and  vice  president  for  foreign  policy  at  the  Heritage  Foundation.  A 
leading  authority  on  China,  Asia,  national  security,  and  military 
strategy,  Chairman  Wortzel  joined  Heritage  in  November  1999 
upon  completing  a  distinguished  thirty-two-year  career  in  the  U.S. 
armed  forces.  His  last  military  position  was  as  director  of  the  Stra¬ 
tegic  Studies  Institute  of  the  U.S.  Army  War  College. 

Following  three  years  in  the  Marine  Corps,  Chairman  Wortzel 
enlisted  in  the  U.S.  Army  in  1970.  His  first  assignment  with  the 
Army  Security  Agency  took  him  to  Thailand,  where  he  focused  on 
Chinese  military  communications  in  Vietnam  and  Laos.  Within 
three  years,  he  had  graduated  Infantry  Officer  Candidate  School, 
as  well  as  both  Airborne  and  Ranger  schools.  After  serving  four 
years  as  an  infantry  officer  in  Korea  and  at  Fort  Benning,  Georgia, 
he  shifted  to  military  intelligence.  Wortzel  traveled  regularly 
throughout  Asia  while  serving  in  the  U.S.  Pacific  Command  as  a 
political-military  affairs  analyst  from  1978  to  1982.  The  following 
year  he  attended  the  National  University  of  Singapore,  where  he 
studied  advanced  Chinese  and  traveled  in  China  and  Southeast 
Asia.  He  next  worked  for  the  Under  Secretary  of  Defense  for  Policy, 
developing  counterintelligence  programs  to  protect  emerging  de¬ 
fense  technologies  from  foreign  espionage.  In  addition,  for  the  Army 
Intelligence  and  Security  Command,  he  managed  programs  to  gath¬ 
er  foreign  intelligence. 

From  1988  to  1990,  Chairman  Wortzel  was  Assistant  Army 
Attache  at  the  U.S.  Embassy  in  China.  After  assignments  as  an 
Army  strategist  and  managing  Army  intelligence  officers,  he  re¬ 
turned  to  China  in  1995  as  the  Army  Attache.  In  December  1997, 
he  became  a  faculty  member  of  the  U.S.  Army  War  College.  He  re¬ 
tired  from  the  Army  as  a  colonel. 

Chairman  Wortzel’s  books  include  Class  in  China:  Stratification 
in  a  Classless  Society  (Greenwood  Press,  1987),  China’s  Military 
Modernization:  International  Implications  (Greenwood,  1988),  The 
Chinese  Armed  Forces  in  the  21st  Century  (Carlisle,  PA,  1999),  and 
Dictionary  of  Contemporary  Chinese  Military  History  (Greenwood, 
1999).  He  regularly  publishes  articles  on  Asian  security  matters. 
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A  graduate  of  the  Armed  Forces  Staff  College  and  the  U.S.  Army 
War  College,  Chairman  Wortzel  earned  his  B.A.  from  Columbus 
College,  Georgia,  and  his  M.A.  and  Ph.D.  from  the  University  of 
Hawaii.  He  and  his  wife,  Christine,  have  two  married  sons  and  two 
grandchildren. 

Carolyn  Bartholomew,  Vice  Chairman 

Vice  Chairman  Carolyn  Bartholomew  was  reappointed  to  the 
U.S. -China  Economic  and  Security  Review  Commission  on  Decem¬ 
ber  17,  2005,  by  House  Democratic  Leader  Nancy  Pelosi  for  a  two- 
year  term  expiring  December  31,  2007.  Ms.  Bartholomew  was 
unanimously  elected  as  the  Commission’s  Vice  Chairman  on  De¬ 
cember  21,  2005  for  the  2005-2006  Report  Cycle. 

Vice  Chairman  Bartholomew  worked  at  senior  levels  in  the  U.S. 
Congress,  serving  as  long-term  Counsel,  Legislative  Director,  and 
most  recently,  Chief  of  Staff,  to  U.S.  House  of  Representatives 
Democratic  Leader  Nancy  Pelosi.  She  also  served  as  a  Professional 
Staff  Member  on  the  House  Permanent  Select  Committee  on  Intel¬ 
ligence.  Previously,  she  was  a  legislative  assistant  to  then-U.S. 
Representative  Bill  Richardson. 

In  these  positions,  Commissioner  Bartholomew  was  integrally  in¬ 
volved  in  developing  U.S.  policies  on  international  affairs  and  secu¬ 
rity  matters.  She  has  particular  expertise  in  U.S. -China  relations, 
focused  primarily  on  trade,  human  rights,  and  the  proliferation  of 
weapons  of  mass  destruction.  Commissioner  Bartholomew  was  a 
lead  staff  on  legislation  to  establish  the  Department  of  Homeland 
Security  and  led  efforts  in  the  establishment  and  funding  of  global 
AIDS  programs  and  the  promotion  of  human  rights  and  democra¬ 
tization  in  countries  around  the  world.  Commissioner  Bartholomew 
was  a  member  of  the  first  Presidential  Delegation  to  Africa  to  In¬ 
vestigate  the  Impact  of  HIV/AIDS  on  Children;  and  a  member  of 
the  Council  on  Foreign  Relations  Congressional  Staff  Roundtable 
on  Asian  Political  and  Security  issues.  In  addition  to  U.S. -China  re¬ 
lations,  her  areas  of  expertise  include  terrorism,  trade,  proliferation 
of  weapons  of  mass  destruction,  human  rights,  U.S.  foreign  assist¬ 
ance  programs,  and  international  environmental  issues. 

She  received  her  B.A.  from  the  University  of  Minnesota,  an  M.A. 
in  anthropology  from  Duke  University,  and  J.D.  from  Georgetown 
University  Law  Center.  She  is  a  member  of  the  State  Bar  of  Cali¬ 
fornia. 

George  Becker 

Commissioner  George  Becker  was  reappointed  for  a  third  term  to 
the  U.S. -China  Economic  &  Security  Review  Commission  by  Demo¬ 
cratic  Leader  Nancy  Pelosi  on  December  17,  2005  for  a  two-year 
term  expiring  December  31,  2007.  He  previously  served  on  the 
Commission  as  a  member  beginning  February  2001  through  De¬ 
cember  2005. 

A  second-generation  steelworker,  Commissioner  Becker  grew  up 
across  the  street  from  Granite  City  Steel  in  Illinois,  where  he  went 
to  work  with  an  open-hearth  labor  gang  at  age  fifteen  during  the 
summer  of  1944.  From  that  beginning,  Commissioner  Becker  rose 
through  the  ranks  until  being  elected  in  1993  and  again  in  1997 
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for  two  terms  as  the  sixth  international  president  of  the  United 
Steelworkers  of  America  (USWA),  representing  750,000  industrial 
workers  in  the  U.S.  and  Canada. 

Prior  to  being  named  to  the  Commission,  Commissioner  Becker 
completed  a  congressional  appointment  on  the  U.S.  Trade  Deficit 
Review  Commission  in  2000.  He  also  served  appointments  during 
the  Clinton  administration  to  the  President’s  Export  Council  and 
the  U.S.  Trade  and  Environmental  Policy  Advisory  Committee.  As 
an  AFL-CIO  vice  president  and  executive  council  member,  Commis¬ 
sioner  Becker  chaired  the  national  labor  federation’s  powerful  Eco¬ 
nomic  Policy  Committee.  He  was  a  leader  in  the  1995  revitalization 
of  the  AFL-CIO  that  elected  John  Sweeney  as  the  current  presi¬ 
dent. 

Commissioner  Becker  was  elected  two  terms  in  1985  and  1989  as 
the  USWA’s  international  vice  president  for  administration.  While 
vice  president,  he  headed  the  union’s  organizing  program  and  the 
Aluminum  Industry  Conference  for  collective  bargaining.  Among 
several  corporate  campaigns  he  led  involving  major  labor  disputes, 
the  best  known  was  against  Ravenswood  Aluminum  Corp.  that 
achieved  the  historic  firing  of  1,300  permanent  scab  replacement 
workers  and  the  return  to  work  of  1,600  steelworkers  after  a  twen¬ 
ty-month  lockout  that  ended  in  1992. 

His  working  class  background  includes  employment  as  a  crane 
operator  at  General  Steel  Castings  and  an  assembler  at  General 
Motors’  Fisher  Body  plant  in  St.  Louis.  After  serving  in  the  Marine 
Corps,  Commissioner  Becker  became  active  in  the  USWA  while  an 
inspector  at  Dow  Chemical’s  aluminum  rolling  mill  in  Madison,  IL., 
where  he  was  elected  as  the  Local  4804  president.  He  was  ap¬ 
pointed  a  USWA  staff  representative  in  1965,  negotiating  labor 
contracts  and  developing  a  reputation  as  an  expert  on  occupational 
health  issues.  His  interest  in  job  safety  took  him  to  the  union’s 
Pittsburgh  headquarters  as  a  technician  in  the  Safety  and  Health 
Dept. 

He  helped  establish  some  of  the  first  national  health  standards 
adopted  by  the  U.S.  Occupational  Safety  and  Health  Administra¬ 
tion  for  workers  exposed  to  lead,  arsenic,  and  other  toxic  sub¬ 
stances. 

Commissioner  Becker’s  USWA  presidency  has  been  marked  by 
many  major  achievements,  including  a  major  restructuring  of  the 
USWA’s  regional  districts  and  executive  board;  mergers  of  the 
98,000-member  United  Rubber  Workers  in  1995  and  the  40,000- 
member  Aluminum,  Brick  and  Glass  Workers  inl997;  plus  a  suc¬ 
cessful  twenty-eight-month  worldwide  campaign  for  a  labor  agree¬ 
ment  and  the  return  to  work  of  6,000  permanently  terminated 
workers  at  Bridgestone/Firestone  Corp. 

He  served  as  the  executive  committee  member  of  the  Geneva- 
based  International  Metalworkers  Federation  and  chairman  of  the 
world  rubber  council  of  the  International  Federation  of  Chemical, 
Energy,  Mine  and  General  Workers’  Unions  in  Brussels. 

Daniel  A.  Blumenthal 

Commissioner  Daniel  A.  Blumenthal  was  appointed  by  Senate 
Majority  Leader  Bill  Frist  for  a  two-year  term  expiring  December 
31,  2007. 
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Daniel  Blumenthal  is  a  Resident  Fellow  in  Asian  Studies  at  the 
American  Enterprise  Institute  for  Public  Policy  Research.  He  is 
also  president  of  Strategic  Education  and  Research  International, 
Inc.,  and  a  member  of  the  Academic  Advisory  Group  of  the  Con¬ 
gressional  U.S. -China  Work  Group. 

Previously,  Mr.  Blumenthal  was  senior  director  for  China,  Tai¬ 
wan,  and  Mongolia  in  the  Office  of  the  Secretary  of  Defense  for 
International  Security  Affairs  from  March  2004-November  2004 
during  the  first  George  W.  Bush  administration.  He  developed  and 
implemented  defense  policy  toward  China,  Taiwan,  Hong  Kong  and 
Mongolia,  during  which  time  he  received  the  Office  of  Secretary  of 
Defense  Medal  for  Exceptional  Public  Service.  From  January  2002- 
March  2004,  he  was  County  Director  for  China,  Taiwan  and  Hong 
Kong  in  the  Office  of  the  Secretary  of  Defense,  International  Secu¬ 
rity  Affairs. 

Before  his  service  at  the  Department  of  Defense,  Mr.  Blumenthal 
was  an  Associate  Attorney,  Corporate  and  Asia  Practice  Groups  at 
Kelley  Drye  &  Warren  L.L.P.  Earlier,  he  was  an  Editorial  and  Re¬ 
search  Assistant  at  the  Washington  Institute  for  Near  East  Policy. 

Mr.  Blumenthal  received  an  MA  in  International  Relations  and 
International  Economics  from  the  Johns  Hopkins  University  School 
of  Advanced  International  Studies,  and  a  J.D.  from  the  Duke  Uni¬ 
versity  School  of  Law  in  2000. 

Commissioner  Blumenthal  has  written  extensively  on  national 
security  issues.  He  resides  in  Washington,  DC  with  his  wife  and 
two  children. 

Peter  T.  R.  Brookes 

Commissioner  Brookes  was  appointed  by  Speaker  J.  Dennis 
Hastert  on  January  25,  2006  for  a  term  expiring  December  31, 
2007. 

Peter  Brookes  is  Senior  Fellow  for  National  Security  Affairs  at 
The  Heritage  Foundation.  In  addition,  he  is  a  weekly  columnist  on 
foreign  policy,  defense  and  trade  issues  for  the  New  York  Post.  He 
frequently  appears  on  TV  and  radio  including  FOX,  CNN,  MSNBC, 
CNBC,  NPR  and  BBC.  He  is  the  author  of:  A  Devil’s  Triangle:  Ter¬ 
rorism,  Weapons  of  Mass  Destruction  and  Rogue  States. 

Before  coming  to  Heritage,  Mr.  Brookes  served  in  the  George  W. 
Bush  administration  as  the  Deputy  Assistant  Secretary  of  Defense 
for  Asian  and  Pacific  Affairs,  where  he  was  responsible  for  the  de¬ 
velopment,  planning,  guidance  and  oversight  of  U  .S.  security  and 
defense  policy  for  38  countries  and  5  bilateral  defense  alliances  in 
the  Asia-Pacific  region. 

Prior  to  joining  the  Bush  administration,  Commissioner  Brookes 
worked  as  a  Professional  Staff  Member  with  the  Republican  staff 
of  the  Committee  on  International  Relations  in  the  U.S.  House  of 
Representatives  focusing  on  East  and  South  Asian  affairs.  He  also 
served  with  the  CIA’s  Directorate  of  Operations,  focusing  on  global 
political  affairs,  arms  control,  and  weapons  proliferation.  Just  prior 
to  his  CIA  service,  he  worked  on  international  economic  issues  for 
the  State  Department  at  the  United  Nations,  in  the  private  sector 
in  the  defense  industry  and  on  active  duty  in  the  U.S.  Navy. 

Commissioner  Brookes  is  currently  pursuing  a  Doctorate  at 
Georgetown  University.  He  is  a  graduate  of  the  U.S.  Naval  Acad- 
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emy  (B.S.,  Engineering);  the  Defense  Language  Institute  (Diploma, 
Russian);  the  Naval  War  College  (Diploma,  National  Security  and 
Strategic  Studies);  and  the  Johns  Hopkins  University  (M.A.,  Amer¬ 
ican  Government). 

Hon.  C.  Richard  D’Amato 

Commissioner  C.  Richard  D’Amato  was  reappointed  to  the  U.S.- 
China  Economic  and  Security  Review  Commission  by  Senate  Demo¬ 
cratic  Leader  Harry  Reid  on  October  5,  2005,  for  a  two-year  term 
expiring  December  31,  2007.  He  served  as  the  Chairman  and  Vice 
Chairman  of  the  Commission  beginning  in  April  2001,  and  was 
unanimously  approved  on  July  19,  2004,  to  serve  as  the  Commis¬ 
sion  Chairman  for  the  2004-2005  report  cycle.  He  is  an  attorney, 
and  a  member  of  the  Maryland  and  D.C.  bars.  He  is  a  former  dele¬ 
gate  to  the  General  Assembly  of  the  State  of  Maryland,  (1998- 
2002),  representing  the  Annapolis,  Maryland,  region,  and  served  on 
the  Appropriations  Committee.  He  is  also  a  retired  captain  in  the 
United  States  Navy  Reserve,  served  two  tours  of  duty  in  the  Viet¬ 
nam  theatre  aboard  the  USS  KING  (DLG-10),  and  three  years  as 
an  Assistant  Professor  of  Government  at  the  U.S.  Naval  Academy. 
He  served  on  the  Trade  Deficit  Review  Commission,  a  Congres¬ 
sional  advisory  body,  as  a  member  from  1999-2000. 

From  1988-98,  Commissioner  D’Amato  was  the  Democratic  Coun¬ 
sel  for  the  Committee  on  Appropriations  of  the  United  States  Sen¬ 
ate.  He  was  responsible  for  coordinating  and  managing  the  annual 
appropriations  bills  and  other  legislation  on  policy  and  funding  of 
U.S.  defense,  foreign  policy,  trade  and  intelligence  matters.  He 
served  from  1980-88  as  senior  foreign  policy  and  defense  advisor  to 
the  Democratic  Senate  leader,  Senator  Robert  C.  Byrd.  In  this  posi¬ 
tion,  he  supervised  work  on  major  foreign  policy,  national  security 
and  trade  policies,  and  was  the  co-director  for  the  Senate  Arms 
Control  Observer  Group,  a  bipartisan  leadership  organization, 
which  served  as  liaison  with  the  White  House  on  all  arms  control 
negotiations  with  the  Soviet  Union.  He  also  served  on  the  Senate 
delegation  to  the  Kyoto  negotiations  on  Global  Warming. 

Commissioner  D’Amato  began  his  career  as  Legislative  Director 
for  Congressman  James  Jeffords  (Ind.-VT)  from  1975-78,  and  then 
as  Chief  of  Staff  for  Senator  Abraham  Ribicoff  (D-CT)  until  1980. 

He  has  been  active  in  other  aspects  of  public  service,  having 
founded  the  annual  Taste-of-the-  Nation  dinners  in  Annapolis  as 
part  of  the  nationwide  “Share  Our  Strength”  hunger  relief  organi¬ 
zation,  and  created  an  annual  scholarship  for  college  bound  Afri¬ 
can-American  women  in  Anne  Arundel  County,  Maryland.  He  cur¬ 
rently  serves  on  the  boards  of  the  Annapolis  Symphony  Orchestra, 
Annapolis  Maritime  Museum,  The  Johns  Hopkins  Cuba  Exchange 
Program,  and  the  University  of  Oxford  Congressional  Visitors  pro¬ 
gram. 

Commissioner  D’Amato  received  his  B.A.  (cum  laude)  from  Cor¬ 
nell  University  in  1964,  and  served  on  the  Cornell  Board  of  Trust¬ 
ee’s  Advisory  Council.  He  received  his  M.A.  from  the  Fletcher 
School  of  Law  and  Diplomacy  in  Boston  in  1967,  and  received  his 
legal  education  from  Harvard  Law  School  and  from  the  Georgetown 
University  Law  Center  (JD,  1980).  He  resides  in  Annapolis  with 
his  wife,  Dee. 
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Thomas  Donnelly 

Commissioner  Thomas  Donnelly  was  appointed  by  Senate  Major¬ 
ity  Leader  Bill  Frist  for  a  two-year  term  expiring  December  31, 
2006. 

Thomas  Donnelly  is  a  senior  adviser  in  the  international  security 
program  at  the  Center  for  Strategic  and  International  Studies  and 
editor  of  Armed  Forces  Journal.  He  is  also  president  of  Strategic 
Education  Associates.  He  writes  about  himself  in  the  third  person 
only  reluctantly. 

He  has  been  a  writer  and  expert  on  strategy  and  military  affairs 
for  nearly  three  decades.  His  career  as  a  journalist  began  in  1978 
at  the  Journal  newspapers  in  the  Washington,  D.C.  suburbs.  Soon 
after,  he  joined  the  staff  of  Army  Times  and,  in  1984,  helped  to  cre¬ 
ate  Defense  News,  assuming  the  post  of  deputy  editor  as  well  as 
writing  about  land  warfare,  defense  strategy  and  politics.  In  1987 
he  returned  to  Army  Times  as  editor,  a  position  he  held  through 
1993.  This  was  a  period  of  great  ferment  in  the  U.S.  military  and 
in  U.S.  defense  policy.  It  spanned  the  fall  of  the  Berlin  Wall  and 
the  collapse  of  the  Soviet  Union,  the  invasion  of  Panama,  the  Per¬ 
sian  Gulf  War  of  1991  and  the  failed  mission  to  Somalia  in  1993; 
it  also  saw  a  significant  reduction  in  U.S.  armed  forces  and  the  be¬ 
ginnings  of  a  fundamental  reorientation  of  American  national  secu¬ 
rity  strategy.  In  addition  to  directing  the  paper’s  coverage  of  these 
issues,  Donnelly  wrote  major  pieces  on  all  of  them. 

In  1994,  he  was  granted  a  master’s  degree  in  international  rela¬ 
tions  from  Johns  Hopkins  Paul  H.  Nitze  School  of  Advanced  Inter¬ 
national  Studies.  After  a  brief  stint  as  executive  editor  of  The  Na¬ 
tional  Interest,  Donnelly  joined  the  staff  of  the  House  Armed  Serv¬ 
ices  Committee  as  director  of  the  policy  group.  In  addition  to 
crafting  major  pieces  of  legislation  such  as  the  laws  directing  the 
conduct  of  the  1997  and  2001  Quadrennial  Defense  reviews,  the  re¬ 
form  of  the  Defense  Department’s  readiness  reporting  system  and 
a  variety  of  initiatives  aimed  at  better  understanding  the  emerging 
challenge  presented  by  the  People’s  Republic  of  China,  Donnelly  di¬ 
rected  the  committee’s  oversight  efforts,  notably  regarding  military 
readiness,  operations  in  the  Balkans  and  the  Khobar  Towers  ter¬ 
rorist  bombing  of  1996. 

In  1999,  he  joined  the  Project  for  the  New  American  Century  as 
deputy  executive  director.  His  major  effort  at  the  Project  was  serv¬ 
ing  as  the  principal  author  of  Rebuilding  America’s  Defenses:  Strat¬ 
egy,  Forces  and  Resources  for  a  New  Century.  Donnelly  came  to 
the  American  Enterprise  Institute  in  October  2002,  after  brief  serv¬ 
ice  as  director  of  strategic  initiatives  for  the  Lockheed  Martin  Cor¬ 
poration.  In  addition  to  his  think-tank  work,  Donnelly  is  president 
of  Strategic  Education  Associates,  a  private  consulting  firm  that 
conducts  seminars  and  leadership  development  exercises  for  busi¬ 
ness  executives  and  public  officials.  In  2004,  he  served  as  professor 
of  national  security  studies  at  the  Maxwell  School  of  Public  Admin¬ 
istration  and  Syracuse  University  and  in  2005  was  nominated  by 
Senate  Majority  Leader  Bill  Frist  to  serve  a  two-year  term  on  the 
U.S. -China  Economic  and  Security  Review  Commission,  an  advi¬ 
sory  panel  to  the  Congress.  He  became  editor  of  Armed  Forces 
Journal  in  September  2005. 
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At  CSIS,  he  works  on  a  wide  variety  of  defense  and  national  se¬ 
curity  issues,  including  projects  on  special  operations  forces,  the  do¬ 
mestic  politics  of  defense  as  well  as  the  Center’s  signature  “Beyond 
Goldwater-Nichols”  program.  In  addition,  he  will  continue  to  work 
on  his  forthcoming  book,  Sources  of  American  Conduct:  The  Stra¬ 
tegic  Culture  of  the  United  States. 

Thomas  Donnelly  is  author  or  co-author  of  four  books,  including 
The  Military  We  Need:  Defense  Requirements  of  the  Bush  Doctrine, 
published  in  2005;  Operation  Iraqi  Freedom:  A  Strategic  Assess¬ 
ment,  published  in  2003;  Operation  Just  Cause:  The  Storming  of 
Panama,  the  definitive  history  of  the  1989  invasion',  Clash  of  Chari¬ 
ots:  A  History  of  Armored  Warfare',  and  the  forthcoming  Sources  of 
American  Conduct:  A  Strategic  History  of  the  United  States.  He  has 
contributed  essays  to  Getting  Ready  for  a  Nuclear  Iran,  a  study  by 
the  Nonproliferation  Policy  Education  Center;  The  Obligations  of 
Empire:  United  States’  Grand  Strategy  for  a  New  Century,  edited 
by  James  Hentz  and  published  in  2003  by  the  University  Press  of 
Kentucky,  and  Strategic  Surprise:  U.S. -China  Relations  in  the 
Early  Twenty-first  Century,  published  in  2003  by  the  Naval  War 
College  Press.  His  pieces  also  have  appeared  in  Foreign  Affairs, 
The  National  Interest,  The  Weekly  Standard,  The  Washington  Post, 
The  Wall  Street  Journal,  USA  Today,  The  Financial  Times  and  nu¬ 
merous  other  publications  in  the  United  States  and  abroad.  He  also 
has  provided  defense  and  national  security  commentary  on  tele¬ 
vision  and  radio  to  a  huge  variety  of  stations  ranging  from  the 
major  American  networks,  PBS  and  NPR  to  A1  Jazeera.  He  lives 
in  Bethesda,  Maryland  with  his  wife  and  two  sons. 

Kerri  Houston 

Commissioner  Houston  was  appointed  by  Speaker  J.  Dennis 
Hastert  on  January  25,  2006  for  a  term  expiring  December  31, 
2007. 

Often  referred  to  as  “a  force  of  nature”  by  fellow  free  market  ac¬ 
tivists,  Kerri  Houston  is  a  public  policy  analyst  and  expert  in 
media,  marketing  and  external  relations  for  public  policy  institutes. 

Ms.  Houston  is  vice  president  of  policy  for  Frontiers  of  Freedom 
(www.FF.org),  advocating  for  free  market  solutions  to  a  wide  range 
of  public  policy  reforms,  political  and  national  defense  issues.  She 
also  serves  as  director  of  Frontiers’  Lawsuit  Abuse  Reform  Coali¬ 
tion  and  Project  for  the  American  Healthcare  Century. 

Ms.  Houston  is  also  President  and  CEO  of  Tacita  Strategies 
Group  LLC,  a  public  affairs  and  consulting  firm  specializing  in 
issue  advocacy  and  stakeholder  management. 

Prior  to  joining  Frontiers  of  Freedom,  Ms.  Houston  was  national 
field  director  for  the  American  Conservative  Union,  executive  direc¬ 
tor  of  State  Policy  Network,  a  member  organization  of  free  market 
state-based  think  tanks,  and  director  of  external  affairs  for  the  In¬ 
stitute  for  Policy  Innovation. 

Her  responsibilities  have  included  all  facets  of  marketing,  policy 
research  and  issue  advocacy,  as  well  as  acting  as  liaison  to  Capitol 
Hill,  the  White  House,  state  legislators,  and  other  free  market  pol¬ 
icy  centers  both  in  the  U.S.  and  in  Europe. 

A  strong  proponent  of  individual  and  economic  liberty,  fed¬ 
eralism,  free  trade  and  free  markets,  Ms.  Houston  lectures  on  pub- 


234 


lie  policy  and  legislative  issues  and  the  proper  role  of  government 
in  civil  society.  She  has  worked  internationally  as  a  trainer  for  the 
International  Republican  Institute. 

She  is  a  Brain  Trust  columnist  for  Investor’s  Business  Daily,  and 
her  opinion/editorials  have  appeared  in  The  Wall  Street  Journal, 
The  Washington  Times,  The  Dallas  Morning  News,  Forbes  maga¬ 
zine,  Intellectual  Ammunition,  and  numerous  other  print,  internet 
outlets  and  institutional  publications  throughout  the  country.  She 
is  a  guest  on  talk  radio  nationwide,  and  a  regular  guest  co-host  on 
USA  Radio  Network’s  “Point  of  View.”  Ms.  Houston  is  also  a  round¬ 
table  host  of  the  TCI  Cable  program  “America  Outside  the  Belt- 
way,”  was  a  frequent  guest  on  Politically  Incorrect  with  Bill  Maher 
and  has  appeared  on  Fox,  MSNBC  and  CNBC. 

She  is  a  member  of  the  National  Paycheck  Protection  Working 
Group,  Director  of  Coalitions  for  the  Republican  Liberty  Caucus, 
co-Chairman  of  Legislative  Affairs  for  the  North  Texas  Technology 
Council,  and  advisor  to  the  Texas  Conservative  Coalition’s  Health 
and  Human  Services  Task  Force.  She  serves  on  the  Board  of  Direc¬ 
tors  for  GOPUSA.com,  Citizen  Outreach  and  sits  on  the  Board  of 
Advisors  for  The  Project  for  California’s  Future. 

She  was  also  nominated  to  serve  on  the  President’s  Commission 
to  Strengthen  Social  Security. 

Well  known  for  her  dedication  to  presenting  public  policy  in  a 
way  that  will  “pass  the  dinner  table  test,”  Ms.  Houston  brings  a 
sharp  wit  and  a  practical  spin  to  her  particular  areas  of  expertise 
in  fiscal,  cultural  and  international  policy. 

Hon.  Patrick  A.  Mulloy 

Commissioner  Patrick  A.  Mulloy  was  reappointed  to  the  U.S.- 
China  Economic  and  Security  Review  Commission  on  January  1, 
2005,  by  the  Senate  Democratic  Leader  to  a  two-year  term  expiring 
on  December  31,  2006.  Commissioner  Mulloy  previously  served  as 
a  member  from  April  2001  to  January  1,  2005. 

Prior  to  assuming  his  current  responsibilities,  Commissioner 
Mulloy  was  nominated  by  President  Clinton  and  confirmed  by  the 
U.S.  Senate  as  Assistant  Secretary  for  Market  Access  and  Compli¬ 
ance  in  the  Department  of  Commerce’s  International  Trade  Admin¬ 
istration,  where  he  served  from  1998  to  2001.  In  that  position, 
Commissioner  Mulloy  directed  a  trade  policy  unit  of  over  two  hun¬ 
dred  international  trade  specialists,  which  focused  worldwide  on  re¬ 
moving  foreign  barriers  to  U.S.  exports  and  on  ensuring  that  for¬ 
eign  countries  comply  with  trade  agreements  negotiated  with  the 
United  States.  This  latter  activity  involved  discussions  both  in  the 
World  Trade  Organization  (WTO)  and  with  individual  govern¬ 
ments.  He  traveled  extensively,  meeting  with  foreign  leaders  to  ad¬ 
vance  market-opening  programs  in  the  European  Union,  Eastern 
Europe,  China,  India,  Taiwan,  Indonesia,  Canada,  and  Central  and 
South  America.  He  was  also  appointed  by  President  Clinton  to 
serve  as  a  member  of  the  Commission  on  Security  and  Cooperation 
in  Europe. 

Prior  to  his  employment  as  Assistant  Secretary,  Commissioner 
Mulloy  served  fifteen  years  in  various  senior  positions  on  the  staff 
of  the  U.S.  Senate  Banking  Committee,  including  Chief  Inter¬ 
national  Counsel  and  General  Counsel.  In  those  positions,  he  con- 
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tributed  to  much  of  the  international  trade  and  finance  legislation 
formulated  by  the  Committee  such  as  the  Foreign  Bank  Super¬ 
vision  Enhancement  Act  of  1991,  the  Export  Enhancement  Act  of 
1992,  the  Defense  Production  Act  Amendments  of  1994,  and  titles 
of  the  Omnibus  Trade  and  Competitiveness  Act  of  1988  dealing 
with  foreign  bribery,  exchange  rates,  international  debt,  and  export 
controls. 

Before  coming  to  the  Senate,  Commissioner  Mulloy  served  as  a 
senior  attorney  in  the  Antitrust  Division  of  the  U.S.  Department  of 
Justice,  where  he  directed  a  staff  of  lawyers  and  economists,  which 
supervised  participation  by  U.S.  oil  companies  in  the  Paris-based 
International  Energy  Agency  (IEA).  In  earlier  duties  at  the  Justice 
Department,  he  represented  the  United  States  in  a  variety  of  cases 
related  to  Federal  environmental  laws,  including  criminal  and  civil 
enforcement  actions  in  various  U.S.  District  Courts,  several  Circuit 
Courts  of  Appeal,  and  the  U.S.  Supreme  Court. 

Commissioner  Mulloy  began  his  public  service  career  as  a  For¬ 
eign  Service  Officer  at  the  U.S.  Department  of  State,  where  he 
served  in  the  Office  of  U.N.  Political  Affairs,  the  Office  of  Inter¬ 
national  Environmental  and  Oceans  Affairs,  and  as  Vice  Consul  in 
the  U.S.  Consulate  General  in  Montreal,  Canada. 

Commissioner  Mulloy,  a  native  of  Kingston,  Pennsylvania,  holds 
an  LL.M.  from  Harvard  University  Law  School,  a  J.D.  from  George 
Washington  University  Law  School,  an  M.A.  from  the  University  of 
Notre  Dame,  and  a  B.A.  from  King’s  College. 

He  presently  serves  as  the  Washington  Representative  of  the  Al¬ 
fred  P.  Sloan  Foundation  and  as  an  adjunct  professor  of  inter¬ 
national  trade  law  at  the  law  schools  of  both  Catholic  University 
and  George  Mason  University.  He  periodically  lectures  on  trade 
and  financial  matters  at  the  National  Defense  University’s  Indus¬ 
trial  College  of  the  Armed  Forces. 

He  resides  in  Alexandria,  Virginia,  with  his  wife,  Marjorie,  and 
they  have  three  children. 

Hon.  William  A.  Reinsch 

Commissioner  William  A.  Reinsch  was  reappointed  to  the  U.S.- 
China  Economic  and  Security  Review  Commission  by  Senate  Demo¬ 
cratic  Leader  Harry  Reid  on  October  5,  2005,  for  a  two-year  term 
expiring  December  31,  2007. 

On  April  2,  2001,  Commissioner  Reinsch  joined  the  National  For¬ 
eign  Trade  Council  as  President.  The  council,  founded  in  1914,  is 
the  only  business  organization  dedicated  solely  to  trade  policy,  ex¬ 
port  finance,  international  tax,  and  human  resource  issues.  The  or¬ 
ganization  represents  over  300  companies  through  its  offices  in 
New  York  and  Washington,  D.C. 

Prior  to  joining  the  National  Foreign  Trade  Council,  Reinsch 
served  as  Under  Secretary  for  Export  Administration  in  the  U.S. 
Department  of  Commerce.  As  head  of  the  Bureau  of  Export  Admin¬ 
istration  (subsequently  renamed  the  Bureau  of  Industry  and  Secu¬ 
rity),  he  was  charged  with  administering  and  enforcing  the  export 
control  policies  of  the  U.S.  government,  as  well  as  its  anti-boycott 
laws.  In  addition,  the  bureau  is  part  of  an  interagency  team  help¬ 
ing  Russia  and  other  newly  emerging  nations  develop  effective  ex¬ 
port  control  systems  and  convert  their  defense  industries  to  civilian 
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production.  Through  its  Office  of  Strategic  Industries  and  Economic 
Security,  the  bureau  is  also  responsible  for  monitoring  and  pro¬ 
tecting  the  health  of  U.S.  industries  critical  to  our  national  security 
and  defense  industrial  base  and  assisting  in  domestic  defense  con¬ 
version  efforts.  Major  accomplishments  during  his  tenure  included: 
refocusing  controls  in  light  of  economic  globalization,  most  notably 
on  high-performance  computers,  microprocessors,  encryption,  and 
other  items;  the  first  complete  revision  of  the  Export  Administra¬ 
tion  regulations  in  over  forty  years;  revising  the  interagency  proc¬ 
ess  for  reviewing  applications;  and  permitting  electronic  filing  of 
applications  over  the  Internet. 

From  1991  through  1993,  Commissioner  Reinsch  was  a  senior 
Legislative  Assistant  to  Senator  John  D.  Rockefeller  IV,  responsible 
for  the  senator’s  work  on  trade,  international  economic  policy,  for¬ 
eign  affairs,  and  defense.  He  also  provided  staff  support  for  Senator 
Rockefeller’s  related  efforts  on  the  Finance  Committee  and  the 
Commerce,  Science,  and  Transportation  Committee. 

From  1977  to  1991,  Commissioner  Reinsch  served  on  the  staff  of 
the  late  Senator  John  Heinz  as  Chief  Legislative  Assistant,  focus¬ 
ing  on  foreign  trade  and  competitiveness  policy  issues.  During  that 
period,  Senator  Heinz  was  either  Chairman  or  ranking  minority 
member  of  the  Banking  Committee’s  Subcommittee  on  Inter¬ 
national  Finance.  He  was  also  a  member  of  the  International  Trade 
Subcommittee  of  the  Finance  Committee.  Commissioner  Reinsch 
provided  staff  support  for  the  Senator  on  both  subcommittees, 
which  included  participation  in  five  revisions  of  the  Export  Admin¬ 
istration  Act  and  work  on  four  major  trade  bills.  Prior  to  1977, 
Commissioner  Reinsch  was  a  Legislative  Assistant  to  Representa¬ 
tives  Richard  Ottinger  and  Gilbert  Gude,  acting  Staff  Director  of 
the  House  Environmental  Study  Conference,  and  a  teacher  in 
Maryland. 

During  his  tenure  as  Under  Secretary,  Commissioner  Reinsch  de¬ 
livered  more  than  two  hundred  speeches  and  testified  fifty-three 
times  before  various  committees  of  Congress.  His  publications  in¬ 
clude  “Why  China  Matters  to  the  Health  of  the  U.S.  Economy,”  in 
Economics  and  National  Security:  The  Case  of  China,  2002;  “The 
Role  and  Effectiveness  of  U.S.  Export  Control  Policy  in  the  Age  of 
Globalization,”  The  Monitor  (Center  for  International  Trade  and 
Security,  spring  2000);  “Export  Controls  in  the  Age  of 
Globalization,”  The  Monitor  (Center  for  International  Trade  and 
Security,  summer  1999);  “Should  Uncle  Sam  Control  U.S.  Tech¬ 
nology  Exports?”  Insight  Magazine,  September  8,  1997;  “Encryption 
Policy  Strikes  a  Balance,”  Journal  of  Commerce,  March  5,  1997; 
“Building  a  New  Economic  Relationship  with  Japan,”  in  I.M. 
Destler  and  Yankelovich,  D.,  eds.,  Beyond  the  Beltway:  Engaging 
the  Public  in  U.S.  Foreign  Policy,  W.W.  Norton,  April  1994. 

In  addition  to  his  legislative  work,  Commissioner  Reinsch  served 
as  an  adjunct  associate  professor  at  the  University  of  Maryland 
University  College  Graduate  School  of  Management  and  Tech¬ 
nology,  teaching  a  course  in  international  trade  and  trade  policy. 
He  is  also  a  member  of  the  Boards  of  the  Middle  East  Institute  and 
of  the  Executive  Council  on  Diplomacy. 

Commissioner  Reinsch  received  a  B.A.  degree  in  International 
Relations  from  the  Johns  Hopkins  University  and  an  M.A.  degree 
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from  the  Johns  Hopkins  School  of  Advanced  International  Studies. 
He  is  married  with  two  children  and  lives  in  Bethesda,  Maryland. 

Hon.  Fred  Thompson 

Commissioner  Fred  Thompson  was  appointed  by  Senate  Majority 
Leader  Bill  Frist  for  a  two-year  term  expiring  December  31,  2006. 
He  was  elected  to  the  United  States  Senate  in  1994  where  he 
served  as  Chairman  of  the  Committee  on  Governmental  Affairs 
from  1997  until  2002.  He  also  served  on  the  Senate  Finance  Com¬ 
mittee  and  the  Senate  Select  Committee  on  Intelligence.  He  chose 
not  to  run  for  re-election  in  2002. 

Prior  to  his  election,  Thompson  maintained  law  offices  in  Nash¬ 
ville  and  Washington.  Earlier  in  his  career,  he  served  as  an  Assist¬ 
ant  United  States  Attorney  in  Tennessee.  In  1973,  he  was  ap¬ 
pointed  by  Senator  Howard  Baker  to  serve  as  Minority  Counsel  to 
the  Senate  Watergate  Committee  where  Thompson  first  gained  na¬ 
tional  attention.  He  detailed  his  Watergate  experience  in  his  Wa¬ 
tergate  memoir,  At  That  Point  in  Time.  In  1974,  after  the  Water¬ 
gate  hearings  concluded,  Thompson  returned  to  the  practice  of  law. 

Thompson  first  appeared  on  screen  in  the  film  “Marie”  in  1985, 
portraying  himself  in  the  fact-based  story  of  a  high-profile  public 
corruption  case  he  handled  in  Tennessee.  Since  then,  he  has  ap¬ 
peared  in  numerous  movies  and  television  programs,  including  the 
features  “In  the  Line  of  Fire,”  “Die  Hard  II,”  and  “The  Hunt  for 
Red  October,”  and  the  television  series  “China  Beach,”  “Wiseguy,” 
and  “Matlock.”  He  is  a  regular  on  the  long-running  TV  drama, 
“Law  &  Order,”  and  is  a  Special  Program  Host  &  Senior  Analyst 
for  ABC  News  Radio. 

Thompson  is  a  member  of  the  Council  on  Foreign  Relations,  a 
member  of  the  U.S. -China  Economic  &  Security  Review  Commis¬ 
sion  and  a  Visiting  Fellow  with  the  American  Enterprise  Institute. 
He  is  the  Chairman  of  the  Arms  Control  &  Nonproliferation  Advi¬ 
sory  Board. 

Thompson  is  a  native  of  Lawrenceburg,  Tennessee.  He  attended 
Memphis  State  University,  where  he  earned  an  undergraduate  de¬ 
gree  in  philosophy  and  political  science.  He  received  his  law  degree 
from  Vanderbilt  University. 

Thompson  lives  in  Nashville,  Tennessee  and  Washington,  D.C. 
with  his  wife  Jeri.  He  has  two  sons,  one  daughter,  and  five  grand¬ 
children. 

Michael  R.  Wessel 

Commissioner  Michael  R.  Wessel  was  re-appointed  to  the  U.S.- 
China  Economic  and  Security  Review  Commission  by  House  Demo¬ 
cratic  Leader  Nancy  Pelosi  on  January  4,  2005,  for  a  two-year  term 
expiring  December  31,  2006.  He  has  served  on  the  Commission 
since  April  2001. 

Commissioner  Wessel  is  President  of  The  Wessel  Group  Inc.,  a 
public  affairs  consulting  firm  offering  expertise  in  government,  poli¬ 
tics,  and  international  affairs.  He  was  formerly  the  Executive  Vice 
President  at  the  Downey  McGrath  Group,  Inc.  He  served  on  the 
staff  of  House  Democratic  Leader  Richard  A.  Gephardt  for  more 
than  twenty  years,  leaving  his  position  as  General  Counsel  in 
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March  1998.  In  addition  to  his  duties  as  General  Counsel,  Commis¬ 
sioner  Wessel  was  Mr.  Gephardt’s  chief  policy  advisor,  strategist, 
and  negotiator.  He  was  responsible  for  the  development,  coordina¬ 
tion,  management,  and  implementation  of  the  Democratic  Leader’s 
overall  policy  and  political  objectives,  with  specific  responsibility  for 
international  trade,  finance,  economics,  labor,  and  taxation. 

During  his  more  than  twenty  years  on  Capitol  Hill,  Commis¬ 
sioner  Wessel  served  in  a  number  of  positions:  He  was  Mr.  Gep¬ 
hardt’s  principal  Ways  and  Means  aide,  where  he  developed  and 
implemented  numerous  tax  and  trade  policy  initiatives.  He  partici¬ 
pated  in  the  enactment  of  every  major  trade  policy  initiative  from 
1978  to  his  departure  in  1998.  In  the  late  1980s,  he  was  the  Execu¬ 
tive  Director  of  the  House  Trade  and  Competitiveness  Task  Force, 
where  he  was  responsible  for  the  Democrats’  trade  and  competitive¬ 
ness  agenda  as  well  as  overall  coordination  of  the  Omnibus  Trade 
and  Competitiveness  Act  of  1988. 

He  was  intimately  involved  in  the  development  of  comprehensive 
tax  reform  legislation  in  the  early  1980s  and  every  major  tax  bill 
during  his  tenure.  Beginning  in  1989,  he  became  the  principal  ad¬ 
visor  to  the  Democratic  Leadership  on  economic  policy  matters  and 
served  as  tax  policy  coordinator  to  the  1990  budget  summit.  In 
1995,  he  developed  the  10  percent  Tax  Plan,  a  comprehensive  tax 
reform  initiative  that  would  enable  roughly  four  out  of  five  tax¬ 
payers  to  pay  no  more  than  a  ten  percent  rate  in  federal  income 
taxes.  It  became  the  principal  Democratic  tax  reform  alternative. 
In  1988,  he  served  as  National  Issues  Director  to  Gephardt’s  Presi¬ 
dential  campaign.  During  the  1992  Clinton/Gore  campaign,  he  as¬ 
sisted  on  a  broad  range  of  issues  and  served  as  a  Senior  Policy  Ad¬ 
visor  to  the  Clinton/Gore  transition  office.  In  2004  he  was  a  senior 
policy  advisor  to  the  Gephardt  for  President  campaign  and  later  co¬ 
chaired  the  Trade  Policy  Group  for  the  Kerry-Edwards  campaign. 

He  has  coauthored  a  number  of  articles  with  Democratic  Leader 
Gephardt  and  a  book,  An  Even  Better  Place:  America  in  the  21st 
Century  (Public  Affairs,  1999).  Commissioner  Wessel  has  served  as 
a  Commissioner  on  the  U.S. -China  Economic  and  Security  Review 
Commission  since  its  creation  in  2001.  Commissioner  Wessel 
served  as  a  member  of  the  U.S.  Trade  Deficit  Review  Commission 
in  1999-2000,  a  congressionally  created  commission  charged  with 
studying  the  nature,  causes  and  consequences  of  the  U.  S.  mer¬ 
chandise  trade  and  current  account  deficits.  He  also  currently 
serves  as  a  member  on  the  Board  of  Directors  of  the  Goodyear  Tire 
and  Rubber  Co.,  the  world’s  largest  tire  company. 

Commissioner  Wessel  holds  a  B.A.  and  a  J.D.  from  George  Wash¬ 
ington  University.  He  is  a  member  of  the  bar  of  the  District  of  Co¬ 
lumbia  and  Pennsylvania.  He  and  his  wife  Andrea  have  four  chil¬ 
dren. 


APPENDIX  III 

PUBLIC  HEARINGS  OF  THE  COMMISSION 


Full  transcripts  and  written  testimonies  are  available  online  at 
the  Commission’s  Website:  www.uscc.gov. 


September  14,  2006:  Public  Hearing  on  “China’s 
Proliferation  to  North  Korea  and  Iran,  and  Its  Role  in 
Addressing  the  Nuclear  and  Missile  Situations  in  Both 

Nations,” 

Washington,  DC 

Commissioners  present:  Carolyn  Bartholomew,  Vice  Chairman; 
Daniel  Blumenthal  (Hearing  Co-Chair);  William  A.  Reinsch  (Hear¬ 
ing  Co-Chair);  Peter  Brookes;  C.  Richard  D’Amato;  Thomas  Don¬ 
nelly;  Patrick  Mulloy;  Fred  Thompson. 

Witnesses:  Paula  DeSutter,  Assistant  Secretary  of  State  for 
Verification,  Compliance  and  Implementation;  Peter  W.  Rodman, 
Assistant  Secretary  of  Defense  for  International  Security  Affairs; 
Ehsan  Ahrari,  Ph.D.,  Strategic  Paradigms  Consultancy;  John 
Calabrese,  Ph.D.,  The  Middle  East  Institute;  Ilan  Berman,  Amer¬ 
ican  Foreign  Policy  Council;  David  Asher,  Ph.D.,  Institute  for  De¬ 
fense  Analyses;  Aaron  Friedberg,  Ph.D.,  Princeton  University. 

August  22,  2006:  Public  Hearing  on  “China’s  Financial 
System  and  Monetary  Policies:  The  Impact  on  U.S. 
Exchange  Rates,  Capital  Markets,  and  Interest  Rates,” 
Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman  (Hearing 
Co-Chair);  Carolyn  Bartholomew,  Vice  Chairman;  Patrick  Mulloy 
(Hearing  Co-Chair);  Daniel  Blumenthal;  C.  Richard  D’Amato; 
Thomas  Donnelly;  William  A.  Reinsch;  Fred  Thompson;  Michael 
Wessel. 

Witnesses:  Gordon  Chang,  Author;  Mike  Petit,  Standard  & 
Poor’s;  Kellee  Tsai,  Ph.D.,  Johns  Hopkins  University;  Steve  Judge, 
Securities  Industry  Association;  Vickie  Tillman,  Standard  and 
Poor’s;  John  Dearie,  The  Financial  Services  Forum;  Ronald 
McKinnon,  Ph.D.,  Stanford  University;  Brad  Setser,  Ph.D.,  Roubini 
Global  Economics;  C.  Fred  Bergsten,  Ph.D.,  Institute  for  Inter¬ 
national  Economics;  Peter  Morici,  Ph.D.,  University  of  Maryland; 
James  Dorn,  Ph.D.,  The  CATO  Institute;  Phillip  Swagel,  Ph.D., 
American  Enterprise  Institute. 


(239) 


240 


August  3-4,  2006:  Public  Hearing  on  “China’s  Role  in  the 
World:  Is  China  a  Responsible  Stakeholder” 
Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman;  Carolyn 
Bartholomew,  Vice  Chairman  (Hearing  Co-Chair);  Daniel 
Blumenthal  (Hearing  Co-Chair);  C.  Richard  D’Amato;  Thomas  Don¬ 
nelly;  Kerri  Houston;  Patrick  Mulloy;  William  A.  Reinsch;  Michael 
Wessel  (Hearing  Co-Chair). 

Congressional  perspectives:  James  M.  Inhofe,  U.S.  Senator  from 
the  State  of  Oklahoma. 

Witnesses:  Thomas  Christensen,  Ph.D.,  Department  of  State;  Er¬ 
nest  J.  Wilson,  III,  Ph.D.,  University  of  Maryland;  John  Calabrese, 
Ph.D.,  The  Middle  East  Institute;  Cynthia  Watson,  Ph.D.,  National 
Defense  University;  Ariel  Cohen,  Ph.D.,  The  Heritage  Foundation; 
Dru  Gladney,  Ph.D.,  University  of  Hawaii;  Karl  D.  Jackson,  Ph.D., 
Johns  Hopkins  University;  Michael  McDevitt,  USN  (Ret.),  The  Cen¬ 
ter  for  Naval  Analyses;  Robert  Sutter,  Ph.D.,  Georgetown  Univer¬ 
sity;  Jared  M.  Genser,  National  Endowment  for  Democracy;  Eric 
Reeves,  Ph.D.,  Smith  College;  William  Ratliff,  Ph.D.,  The  Hoover 
Institution;  Katharine  Ann  Fredriksen,  Department  of  Energy; 
Erica  Downs,  Ph.D.,  The  Brookings  Institution;  Amy  Jaffe,  Rice 
University;  Martha  Brill  Olcott,  Carnegie  Endowment  for  Inter¬ 
national  Peace;  David  Gates,  Ph.D.,  PFC  Energy. 

July  17,  2006:  Public  Hearing  on  “China’s  Impact  on  the  U.S. 

Auto  and  Auto  Parts  Industries,” 

Dearborn,  MI 

Commissioners  present:  Larry  M.  Wortzel,  Chairman;  Carolyn 
Bartholomew,  Vice  Chairman;  Dan  Blumenthal  (Hearing  Co- 
Chair);  Peter  Brookes;  C.  Richard  D’Amato;  Kerri  Houston;  Patrick 
Mulloy;  Michael  Wessel  (Hearing  Co-Chair). 

Congressional  perspectives:  John  Dingell,  U.S.  Congressman 
from  the  State  of  Michigan;  Thaddeus  McCotter,  U.S.  Congressman 
from  the  State  of  Michigan;  Sander  Levin,  U.S.  Congressman  from 
the  State  of  Michigan;  Debbie  Stabenow,  U.S.  Senator  from  the 
State  of  Michigan. 

Witnesses:  Ron  Gettelfinger,  United  Auto  Workers;  Leo  Gerard, 
United  Steelworkers;  Richard  Trumka,  AFL-CIO;  Susan  Helper, 
Ph.D.,  Case  Western  Reserve  University;  John  Moavenzadeh,  MIT 
International  Motor  Vehicle  Program;  Bruce  Belzowski,  University 
of  Michigan;  Sheila  Ronis,  Ph.D.,  Walsh  College;  Brian  Suma,  U.S. 
Army  DMSMS  INFO  System;  Randal  Gaereminck,  TARDEC;  Ter¬ 
rence  J.  Keating,  Accuride  Corporation;  Larry  Denton,  DURA  Auto¬ 
motive  Systems;  Laurie  Moncrieff,  Schmald  Tool  and  Die;  Mark 
Schmidt,  Atlas  Tool,  Inc. 
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June  7-8,  2006:  Public  Hearing  on  “Intellectual  Property 
Rights  Issues  and  Imported  Counterfeit  Goods,” 
Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman;  Carolyn 
Bartholomew,  Vice  Chairman;  Daniel  Blumenthal;  Peter  Brookes; 
C.  Richard  D’Amato  (Hearing  Co-Chair);  Kerri  Houston  (Hearing 
Co-Chair);  Patrick  Mulloy;  William  A.  Reinsch;  Michael  Wessel. 

Congressional  perspectives:  Diane  Watson,  U.S.  Congresswoman 
from  the  State  of  California;  Carl  Levin,  U.S.  Senator  from  the 
State  of  Michigan;  Tom  Coburn,  U.S.  Senator  from  the  State  of 
Oklahoma;  Orrin  Hatch,  U.S.  Senator  from  the  State  of  Utah;  Joe 
Knollenberg,  U.S.  Congressman  from  the  State  of  Michigan;  Donald 
Manzullo,  U.S.  Congressman  from  the  State  of  Illinois. 

Witnesses:  Chris  Israel,  Department  of  Commerce;  Tim  Strat¬ 
ford,  Assistant  U.S.  Trade  Representative;  Myron  Brilliant,  U.S 
Chamber  of  Commerce;  Edward  Jung,  Intellectual  Ventures;  Jason 
S.  Berman,  Berman  Rosen  Global  Strategies;  John  McGuire, 
Screen  Actors  Guild;  Patricia  Schroeder,  Association  of  American 
Publishers;  Randall  Lutter,  Ph.D.,  FDA;  Kevin  Delli-Colli,  Dept,  of 
Homeland  Security;  Peter  Pitts,  Center  for  Medicine  in  the  Public 
Interest;  David  McCurdy,  Honorable,  Electronic  Industries  Alli¬ 
ance;  Daniel  C.K.  Chow,  Ohio  State  University;  Terry  Stewart, 
Esq.,  Stewart  and  Stewart;  Justin  Hughes,  Yeshiva  University;  An¬ 
drew  Mertha,  Washington  University;  Timothy  Trainer,  Global  In¬ 
tellectual  Property  Strategy  Center;  Neil  Livingstone,  Ph.D.,  Global 
Options,  Inc;  Pat  Choate,  Ph.D.,  Manufacturing  Policy  Project. 

April  4,  2006:  Public  Hearing  on  “China’s  WTO  Compliance 
and  Industrial  Subsidies,” 

Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman;  Daniel 
Blumenthal;  Peter  Brookes  (Hearing  Co-Chair);  C.  Richard 
D’Amato;  Kerri  Houston;  Patrick  Mulloy;  William  A.  Reinsch;  Mi¬ 
chael  Wessel  (Hearing  Co-Chair). 

Witnesses:  Timothy  Stratford,  Assistant  U.S.  Trade  Representa¬ 
tive;  Loren  Yager,  Government  Accountability  Office;  Usha  C.V. 
Haley,  Ph.D.,  University  of  New  Haven;  Gregory  Chow,  Ph.D., 
Princeton  University;  C.  Fred  Bergsten,  Ph.D.,  Institute  for  Inter¬ 
national  Economics;  David  Hartquist,  Collier  Shannon  Scott;  Rob¬ 
ert  Baugh,  AFL-CIO;  Alan  Prince,  Wiley  Rein  &  Fielding  LLP; 
John  Magnus,  TradeWins,  LLC. 

March  16-17,  2006:  Public  Hearing  on  “China’s  Military 
Modernization  and  U.S.  Export  Controls,” 
Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman;  Carolyn 
Bartholomew,  Vice  Chairman,  (Hearing  Co-Chair);  Daniel 
Blumenthal;  Peter  Brookes;  C.  Richard  D’Amato;  Thomas  Donnelly, 
(Hearing  Co-Chair);  Kerri  Houston;  Patrick  Mulloy;  William  A. 
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Reinsch,  (Hearing  Co-Chair);  Fred  Thompson,  (Hearing  Co-Chair); 
Michael  Wessel. 

Congressional  perspectives:  Thaddeus  McCotter,  U.S.  Congress¬ 
man  from  the  State  of  Michigan;  Jim  Kolbe,  U.S.  Congressman 
from  the  State  of  Arizona;  Lindsey  Graham,  U.S.  Senator  from  the 
State  of  South  Carolina;  Donald  Manzullo,  U.S.  Congressman  from 
the  State  of  Illinois;  Earl  Blumenauer,  U.S.  Congressman  from  the 
State  of  Oregon;  Michael  Enzi,  U.S.  Senator  from  the  State  of  Wyo¬ 
ming. 

Witnesses:  Peter  Rodman,  Assistant  Secretary  of  Defense  for 
International  Security  Affairs;  James  Thomas,  Department  of  De¬ 
fense;  Mark  Stokes,  Independent  Consultant;  Cortez  Cooper,  Hicks 
and  Associates,  Inc.;  Jacqueline  Newmyer,  Ph.D.,  Harvard  Univer¬ 
sity;  Roger  Cliff,  Ph.D.,  The  RAND  Corporation;  Adam  Segal, 
Ph.D.,  Council  on  Foreign  Relations;  Richard  Bitzinger,  Asia-Pacific 
Center  for  Security  Studies;  Richard  Fisher,  International  Assess¬ 
ment  and  Strategy  Center;  Bernard  Cole,  Ph.D.,  National  Defense 
University;  Frank  Record,  Department  of  State;  Beth  McCormick, 
Honorable,  Department  of  Defense;  Darryl  Jackson,  Honorable,  De¬ 
partment  of  Commerce;  William  Hawkins,  U.S.  Business  and  In¬ 
dustry  Council;  Edmund  Rice,  Coalition  for  Employment  Through 
Exports,  Inc;  Edward  Markey,  NABCO,  Inc;  Takis  Tridimas,  Ph.D., 
Dickinson  School  of  Law;  Chris  Hankin,  former  government  official; 
John  Tkacik,  The  Heritage  Foundation. 

February  2-3,  2006:  Public  Hearing  on  “Major  Internal 
Challenges  Facing  The  Chinese  Leadership,” 
Washington,  DC 

Commissioners  present:  Larry  M.  Wortzel,  Chairman,  (Hearing 
Co-Chair);  Carolyn  Bartholomew,  Vice  Chairman;  C.  Richard 
D’Amato;  Kerri  Houston;  Patrick  Mulloy;  William  A.  Reinsch 
(Hearing  Co-Chair);  Michael  Wessel. 

Witnesses:  James  Keith,  Department  of  State;  Jerry  Clifford, 
EPA;  Flynt  Leverett,  Ph.D.,  The  Brookings  Institution  Saban  Cen¬ 
ter;  Elizabeth  Economy,  Ph.D.,  Council  on  Foreign  Relations;  Bates 
Gill,  Ph.D.,  Center  for  Strategic  and  International  Studies;  Albert 
Keidel,  Ph.D.,  Carnegie  Endowment  for  International  Peace;  David 
Welker,  International  Brotherhood  of  Teamsters;  Joshua  Muldavin, 
Ph.D.,  Sarah  Lawrence  College;  Murray  Scott  Tanner,  Ph.D.,  The 
RAND  Corporation;  Anne  Thurston,  Ph.D.,  Independent  Re¬ 
searcher. 


APPENDIX  IV 

LIST  OF  WITNESSES  TESTIFYING  BEFORE 
THE  COMMISSION 

2006  Hearings 


Full  transcripts  and  written  testimonies  are  available  online  at 
the  Commission’s  Website:  www.uscc.gov. 
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Ahrari,  Ehsan 

Strategic  Paradigms 

Consultancy 

September  14,  2006 

Asher,  David 

Institute  for  Defense  Analyses 

September  14,  2006 

Baugh,  Robert 

AFL-CIO 

April  4,  2006 

Belzowski,  Bruce 

University  of  Michigan 

July  17,  2006 

Bergsten,  C.  Fred 

Institute  for  International 
Economics 

April  4,  2006 

August  22,  2006 

Berman,  Ilan 

American  Foreign  Policy 
Council 

September  14,  2006 

Berman,  Jason 

Berman  Rose  Global  Strate¬ 
gies 

June  7-8,  2006 

Bitzinger,  Richard 

Asia  Pacific  Center  for  Secu¬ 
rity 

Studies 

March  16-17,  2006 

Blumenauer,  Earl 

U.S.  Congressman,  Oregon 

March  16-17,  2006 

Brilliant,  Myron 

U.S.  Chamber  of  Commerce 

June  7-8,  2006 

Calabrese,  John 

The  Middle  East  Institute 

August  3-4,  2006 
September  14, 

2006 

Chang,  Gordon 

Author 

August  22,  2006 

Choate,  Pat 

Manufacturing  Policy  Project 

June  7-8,  2006 

Chow,  Daniel  C.K. 

Ohio  State  University 

June  7-8,  2006 

Chow,  Gregory 

Princeton  University 

April  4,  2006 

Cliff,  Roger 

RAND  Corporation 

March  16-17,  2006 
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Clifford,  Jerry 

Environmental  Protection 

Agency 

February  2-3,  2006 

Coburn,  Tom 

U.S.  Senator,  Oklahoma 

June  7-8,  2006 

Cohen,  Ariel 

The  Heritage  Foundation 

August  3-4,  2006 

Cole,  Bernard 

National  Defense  University 

March  16-17,  2006 

Cooper,  Cortez 

Hicks  and  Associates,  Inc. 

March  16-17,  2006 

Christensen,  Thomas 

Department  of  State 

August  3-4,  2006 

Dearie,  John 

The  Financial  Services  Forum 

August  22,  2006 

Delli-Colli,  Kevin 

Department  of  Homeland 
Security 

June  7-8,  2006 

Denton,  Larry 

DURA  Automotive  Systems 

July  17,  2006 

DeSutter,  Paula 

Department  of  State 

September  14,  2006 

Dingell,  John 

U.S.  Congressman,  Michigan 

July  17,  2006 

Dorn,  James 

The  CATO  Institute 

August  22,  2006 

Downs,  Erica 

The  Brookings  Institution 

August  3-4,  2006 

Economy,  Elizabeth 

Council  on  Foreign  Relations 

February  2-3,  2006 

Enzi,  Michael 

U.S.  Senator,  Wyoming 

March  16-17,  2006 

Fisher,  Richard 

International  Assessment  and 
Strategy  Center 

March  16-17,  2006 

Fredriksen,  Katharine 

Department  of  Energy 

August  3-4,  2006 

Friedberg,  Aaron 

Princeton  University 

September  14,  2006 

Gaereminck,  Randal 

U.S.  Army  Materiel  Com¬ 
mand,  TARDEC 

July  17,  2006 

Gates,  David 

PFC  Energy 

August  3-4,  2006 

Genser,  Jared 

National  Endowment  for 
Democracy 

August  3-4,  2006 

Gerard,  Leo 

United  Steelworkers 

July  17,  2006 

Gettelfinger,  Ron 

United  Auto  Workers 

July  17,  2006 

Gill,  Bates 

Center  for  Strategic  and 
International  Studies 

February  2-3,  2006 

Gladney,  Dru 

University  of  Hawaii 

August  3-4.  2006 

Graham,  Lindsey 

U.S.  Senator,  South  Carolina 

March  16-17,  2006 

Haley,  Usha  C.V. 

University  of  New  Haven 

April  4,  2006 

Hankin,  Chris 

Former  Government  Official 

March  16-17,  2006 
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U.S.  Senator,  Utah 

June  7-8,  2006 

Hawkins,  William 

U.S.  Business  and  Industry 
Council 

March  16-17,  2006 

Helper,  Susan 

Case  Western  Reserve 

University 

July  17,  2006 

Hughes,  Justin 

Yeshiva  University 

June  7-8,  2006 

Israel,  Chris 

Department  of  Commerce 

June  7-8,  2006 

Inhofe,  James  M. 

U.S.  Senator,  Oklahoma 

August  3-4,  2006 

Jackson,  Darryl 

Department  of  Commerce 

March  16-17,  2006 

Jackson,  Karl 

Johns  Hopkins  University 

August  3-4,  2006 

Jaffe,  Amy 

Rice  University 

August  3-4,  2006 

Judge,  Steve 

Securities  Industry  Associa¬ 
tion 

August  22,  2006 

Jung,  Edward 

Intellectual  Ventures 

June  7-8,  2006 

Keating,  Terrence 

Accuride  Corporation 

July  17,  2006 

Keidel,  Albert 

Carnegie  Endowment  for 
International  Peace 
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Keith,  James 

Department  of  State 

February  2-3,  2006 

Knollenberg,  Joe 

U.S.  Congressman,  Michigan 

June  7-8,  2006 

Kolbe,  Jim 

U.S.  Congressman,  Arizona 

March  16-17,  2006 

Leverett,  Flynt 

The  Brookings  Institution 
Saban  Center 

February  2-3,  2006 

Levin,  Carl 

U.S.  Senator,  Michigan 

June  7-8,  2006 

Levin,  Sander 

U.S.  Congressman,  Michigan 

July  17,  2006 

Livingstone,  Neil 

Global  Options,  Inc. 

June  7-8,  2006 

Lutter,  Randall 

Food  and  Drug  Administra¬ 
tion 

June  7-8,  2006 

Magnus,  John 

TradeWins,  LLC 

April  4,  2006 

Manzullo,  Donald 

U.S.  Congressman,  Illinois 

March  16-17,  2006 
June  7-8,  2006 

Markey,  Edward 

NABCO,  Inc. 
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McCormick,  Beth 

Department  of  Defense 
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McCotter,  Thaddeus 

U.S.  Congressman,  Michigan 
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Screen  Actors  Guild 

June  7-8,  2006 

McKinnon,  Ronald 

Stanford  University 
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Mertha,  Andrew 

Washington  University 
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Moavenzadeh,  John 

MIT  International  Motor  Ve¬ 
hicle  Program 
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Moncrieff,  Laurie 

Schmald  Tool  and  Die 

July  17,  2006 

Morici,  Peter 
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Muldavin,  Joshua 
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The  Hoover  Institution 

August  3-4,  2006 
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Department  of  State 
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Smith  College 

August  3-4,  2006 

Rice,  Edmund 
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Independent  Consultant 
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Sutter,  Robert 
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August  3-4,  2006 

Swagel,  Phillip 

American  Enterprise  Institute 
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Tanner,  Murray  Scott 

RAND  Corporation 

February  2-3,  2006 

Thomas,  James 

Department  of  Defense 

March  16-17,  2006 

Thurston,  Anne 

Independent  Researcher 

February  2-3,  2006 

Tillman,  Vickie 

Standard  &  Poor’s 

August  22,  2006 

Tkacik,  John 

The  Heritage  Foundation 

March  16-17,  2006 

Trainer,  Timothy 

Global  Intellectual  Property 
Strategy  Center 

June  7-8,  2006 

Tridimas,  Takis 

Dickinson  School  of  Law 

March  16-17,  2006 

Trumka,  Richard 
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Tsai,  Kellee 

Johns  Hopkins  University 
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U.S.  Congresswoman, 
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APPENDIX  V 

LIST  OF  RESEARCH  MATERIAL 


The  material  listed  below  is  available  online  at  the  Commission’s 
Web  site  www.uscc.gov.  The  research  papers  were  prepared  at 
the  request  of  the  Commission  to  support  its  deliberations  and 
are  intended  to  promote  greater  public  understanding  of  the 
issues  addressed  by  the  Commission.  However,  inclusion  in  the 
Report  does  not  imply  an  endorsement  by  the  Commission  or 
any  individual  Commissioner  of  views  expressed  in  the  mate¬ 
rial. 


Commissioned  Research  Papers 

•  John  Keefer  Douglas,  Matthew  B.  Nelson,  and  Kevin  Schwartz, 

Fueling  the  Dragon’s  Flame:  Flow  China’s  Energy  Demands  Affect 
its  Relationships  in  the  Middle  East  (Tufts  University  Energy  Re¬ 
search  Group:  September  14,  2006).  Available  online  at 

www.uscc.gov/researchpapers/2006/China  ME _ FINAL.pdf. 

•  China’s  Overseas  Investments  in  Oil  and  Gas  Production  (Eur¬ 

asia  Group:  October  16,  2006).  Available  online  at  www.uscc.gov/ 
researchpapers/2006/oil _ gas.pdf. 
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APPENDIX  VI 
ABBREVIATIONS 


863  Program 


973  Program 
AD 

AFL-CIO 

AIDS 

AIO 

ASCM 

ASEAN 

BBG 

C4ISR 

CCC 

CCP 

CFIUS 

PTA 

CNOOC 

CNPC 

COTS 

CPCIA 

CVD 

DCI 

DHS 

DMSMS 


DoD 

DPRK 

EAA 

ECO 

EU 

EUVU 

FDI 

GAO 

GATS 

GATT 

GCC 

GDP 

GIF 

GNP 

NGO 


China’s  National  High  Technology  Research  and 
Development  Plan 

National  Program  on  Key  Basic  Research  Projects 
anti-dumping  duties 

American  Federation  of  Labor  and  Congress  of 

Industry  Organizations 

acquired  immunodeficiency  syndrome 

Aerospace  Industries  Organization  (Iran) 

anti-ship  cruise  missile 

Association  of  Southeast  Asian  Nations 

Broadcast  Board  of  Governors 

command,  control,  communications,  computer, 

intelligence  and  strategic  reconnaissance 

China  Compulsory  Certification  (CCC) 

Chinese  Communist  Party 

Committee  on  Foreign  Investments  in  the  United 
States 

Central  Intelligence  Agency 

Chinese  National  Offshore  Oil  Corporation 

China  National  Petroleum  Corporation 

commercial  off-the-shelf 

China  Petroleum  and  Chemical  Industry 

Association 

countervailing  duties 

Director  of  Central  Intelligence 

Department  of  Homeland  Security 

Diminishing  Manufacturing  Sources  and  Material 

Shortages 

Department  of  Defense 
Democratic  People’s  Republic  of  Korea 
Export  Administration  Act  of  1979 
export  control  officer 
European  Union 
End  Use  Visit  Understanding 
foreign  direct  investment 
Government  Accountability  Office 
General  Agreement  on  Trade  in  Services 
General  Agreement  on  Tariffs  and  Trade 
Gulf  Cooperation  Council 
gross  domestic  product 
Generation  IV  International  Forum 
gross  national  product 
nongovernmental  organization 
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HIV 

human  immunodeficiency  virus 

IAEA 

International  Atomic  Energy  Agency 

ICE 

Immigration  and  Customs  Enforcement 

IEA 

International  Energy  Agency 

IEEPA 

International  Emergency  Economic  Powers  Act 

IMF 

International  Monetary  Fund 

IP 

intellectual  property 

IPR 

intellectual  property  rights 

IT 

information  technology 

ITC 

International  Trade  Commission 

JCCT 

U.S. -China  Joint  Commission  on  Commerce  and 
Trade 

LACM 

land-attack  cruise  missile 

MIT 

Massachusetts  Institute  of  Technology 

MFN 

Most  Favored  Nation 

MNC 

multinational  corporations 

MOFCOM 

Ministry  of  Commerce 

MOU 

Memorandum  of  Understanding 

MTCR 

Missile  Technology  Control  Regime 

NME 

non-market  economy 

NORINCO 

China  North  Industries  Corporation 

NPL 

non-performing  loans 

NSG 

Nuclear  Suppliers  Group 

OEM 

original  equipment  manufacturer 

OESA 

Original  Equipment  Suppliers  Association 
People’s  Bank  of  China 

People’s  Liberation  Army 

PBoC 

PLA 

PLAAF 

PLA  Air  Force 

PLAN 

PLA  Navy 

PNTR 

permanent  normal  trade  relations 

People’s  Republic  of  China 

PRC 

PSB 

Public  Security  Bureau 

PSI 

Proliferation  Security  Initiative 

R&D 

research  and  development 

RFA 

Radio  Free  Asia 

ROC 

Republic  of  China 

RMB 

Renminbi  (China’s  currency) 

SAFE 

State  Administration  for  Foreign  Exchange 

SARS 

severe  acute  respiratory  syndrome 

SCO 

Shanghai  Cooperation  Organization 

SEPA 

State  Environmental  Protection  Administration 

SINOPEC 

China  Petroleum  and  Chemical  Corporation 

SIPO 

State  Intellectual  Property  Office  (China) 

SLOCs 

sea  lines  of  communications 

SME 

Small  and  Medium  Sized  Enterprises. 

SOE 

state-owned  enterprises 

SPR 

strategic  petroleum  reserve 

S&T 

science  and  technology 

STOP 

strategy  targeting  organized  piracy 

TPM 

Technological  Protection  Measures 

TPRG 

Trade  Policy  Review  Group 

TPSC 

Trade  Policy  Staff  Committee 

TRIPS 

Trade  Related  Aspects  of  Intellectual  Property 
Rights  Agreement 
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UAV 

unmanned  aerial  vehicle 

U.N. 

United  Nations 

USPTO 

United  States  Patent  and  Trade  Office 

USTR 

United  States  Trade  Representative 

VOA 

Voice  of  America 

WIPO 

World  Intellectual  Property  Organization 

WMD 

weapons  of  mass  destruction 

WTO 

World  Trade  Organization 

APPENDIX  VII 


EXCERPTS  FROM  U.S.  DEPARTMENT  OF 
STATE  REPORT 

ADHERENCE  TO  AND  COMPLIANCE  WITH 
ARMS  CONTROL,  NONPROLIFERATION,  AND 
DISARMAMENT  AGREEMENTS  AND 
COMMITMENTS 

U.S.  Department  of  State 

Bureau  of  Verification  and  Compliance 

Washington,  DC 

August  30,  2005 


The  following  excerpts  from  the  Bureau  of  Verification  and  Com¬ 
pliance  2005  report  describe  China’s  adherence  to  and  compli¬ 
ance  with  its  arms  control,  nonproliferation,  and  disarmament 
agreements  and  commitments. 


VI.  Compliance  of  Other  Nations  (Including  Successors  to 
the  Soviet  Union)  with  Multilateral  Agreements 

A.  THE  1972  BIOLOGICAL  AND  TOXIN  WEAPONS  CON 
VENTION  (BWC) 

CHINA 

ISSUE. — The  United  States  believes  that  China  continues 
to  maintain  some  elements  of  an  offensive  BW  capability. 
The  issue  is  whether  this  capability  constitutes  a  violation 
of  the  BWC. 

HISTORY  OF  COMPLIANCE  EVALUATION.— The 
United  States  has  assessed  the  People’s  Republic  of  Chi¬ 
na’s  compliance  with  the  BWC  as  early  as  June  1992.  At 
that  time,  the  United  States  concluded  that  it  was  highly 
probable  that  China  had  not  eliminated  its  BW  program 
since  becoming  a  State  Party  to  the  BWC  in  1984.  In  the 
1994  Report,  we  indicated  that  China’s  CBM-mandated 
declarations  had  not  resolved  U.S.  concerns  about  this 
probable  BW  program,  and  reported  that  there  were  strong 
indications  that  China  “probably  maintains  its  offensive 
program.”  In  the  unclassified  version  of  the  June  2003  Re¬ 
port,  the  United  States  concluded  more  specifically  that: 
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The  United  States  believes  that  in  the  years  after  its  ac¬ 
cession  to  the  BWC,  China  was  not  in  compliance  with  its 
BWC  obligations.  China  continues  to  maintain  some  ele¬ 
ments  of  an  offensive  biological  warfare  program  it  is  be¬ 
lieved  to  have  started  in  the  1950s. 

DISCUSSION  OF  OBLIGATIONS.— China  deposited  its 
instrument  of  accession,  and  thereby  became  a  State  Party 
to  the  BWC  on  November  15,  1984.  Since  that  point,  China 
has  been  obligated  to  comply  fully  with  the  provisions  of 
the  Convention. 

ACTIONS. — The  United  States  believes  that  China  began 
its  offensive  BW  program  in  the  1950s  and  continued  its 
program  throughout  the  Cold  War,  even  after  China  ac¬ 
ceded  to  the  BWC  in  1984.  Undoubtedly  China  perceived 
a  threat  from  the  BW  programs  of  its  neighbor,  the  Soviet 
Union.  There  are  some  reports  that  China  may  still  retain 
elements  of  its  biological  warfare  program.  Such  reports 
support  the  United  States’  continued  belief  that  China  has 
not  abandoned  its  offensive  BW  program. 

China  has  a  number  of  civilian  and  military  facilities  that 
could  be  associated  with  an  offensive  BW  program.  For  ex¬ 
ample: 

•  The  Chinese  Ministry  of  Defense’s  Academy  of  Military 
Medical  Sciences  (AMMS)  Institute  of  Microbiology  and 
Epidemiology  (IME)  in  Beijing  is  acknowledged  as  a 
biodefense  research  facility. 

•  The  Lanzhou  Institute  of  Biological  Products  (LIBP) 
has  been  identified  as  a  vaccine  producer.  We  believe 
that  LIBP  has  several  BL-3  laboratories  and  dual  use 
capabilities. 

From  1993  to  the  present,  military  scientists  have  pub¬ 
lished  in  open  literature  the  results  of  studies  of  aerosol 
stability  of  bacteria,  models  of  infectious  virus  aerosols, 
and  detection  of  aerosolized  viruses  using  polymerase 
chain  reaction  technology.  Such  advanced  biotechnology 
techniques  could  be  applicable  to  the  development  of  offen¬ 
sive  BW  agents  and  weapons. 

Facilities  in  China  that  may  have  legitimate  public  health 
and  commercial  uses  could  also  offer  access  to  additional 
BW-enabling  capabilities. 

COMPLIANCE-RELATED  DIALOGUE  AND  ANAL¬ 
YSIS. — U.S.  concerns  regarding  China’s  BWC  compliance 
are  based  on  a  number  of  indicators  over  a  number  of 
years.  First,  the  United  States  believes  that  China  pos¬ 
sessed  an  offensive  BW  program  prior  to  its  accession  to 
the  BWC  in  1984.  Upon  accession,  China  was  obliged  to 
eliminate  its  offensive  program,  but  China  never  admitted 
this  program  and  the  United  States  believes  that  it  main¬ 
tained  the  program  throughout  most  of  the  1980s,  at  the 
very  least. 
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Although  China  has  submitted  its  voluntary  annual  BWC 
CBM  data  declarations  every  year — and  did  so  again  in 
2002  and  2003 — we  assess  that  the  information  submitted 
therein  continues  to  be  inaccurate  and  misleading.  BWC 
CBMs  since  1991  have  called  on  the  States  Parties  to  de¬ 
clare,  among  other  things,  their  past  offensive  activities, 
which  China  has  not  done.  On  the  contrary,  China  insists 
it  never  had  such  a  program  at  all.  In  its  October  17,  2002, 
announcement  on  the  promulgation  of  “Regulations  on  Ex¬ 
port  Control  of  Dual-use  Biological  Agents  and  related 
Equipment  and  Technologies,”  for  instance,  China  stated 
that  it  “has  always  fulfilled  earnestly  its  obligations  under 
the  Convention”  and  “has  never  developed,  produced  or 
stockpiled  any  biological  weapons,  and  never  assisted  any 
country  to  acquire  or  develop  these  weapons.”  These 
claims,  we  believe,  are  inaccurate. 

China’s  current  research  activities  and  dual-use  capabili¬ 
ties  raise  the  possibility  that  sophisticated  BW  work  could 
be  underway.  For  example,  because  of  the  possible  offen¬ 
sive  applications  of  aerosolization  techniques,  the  United 
States’  concerns  are  underscored  by  publications  indicating 
military  involvement  in  such  research. 

FINDING. — The  United  States  reaffirms  its  judgment  that 
China  maintains  some  elements  of  an  offensive  BW  capa¬ 
bility  in  violation  of  its  BWC  obligations.  Despite  China’s 
BWC  CBM  declarations  to  the  contrary,  indications  sug¬ 
gest  that  China  maintained  an  offensive  BW  program  prior 
to  acceding  to  the  Convention  in  1984. 

D.  THE  CHEMICAL  WEAPONS  CONVENTION  ( CWC ) 

CHINA 

ISSUE. — The  issue  is  whether  China  maintains  an  active 
offensive  CW  research  and  development  (R&D)  program, 
has  a  CW  production  mobilization  capability,  and  has 
made  inaccurate  declarations  regarding  its  past  transfer  of 
chemical  weapons  and  undeclared  CW-related  facilities. 

HISTORY  OF  COMPLIANCE  EVALUATION.— The  Peo¬ 
ples  Republic  of  China  (PRC)  submitted  its  initial  declara¬ 
tion  to  the  OPCW  on  time  in  1997  but  the  United  States 
was  not  initially  given  a  complete  copy  of  the  Chinese  dec¬ 
laration  upon  which  to  base  a  compliance  judgment.  As  a 
result  of  a  comprehensive  review  of  the  Chinese  declara¬ 
tion,  the  United  States  entered  into  a  dialogue  with  the 
Chinese  in  December  1998  highlighting  our  concerns  about 
anomalies  and  shortcomings  in  its  declaration.  As  noted  in 
the  CY1999  unclassified  version  of  the  NCR,  the  United 
States  continued  unsuccessfully  to  press  China  for  a  re¬ 
sponse  to  our  concerns,  stating  that  “until  the  United 
States  received  and  evaluated  the  Chinese  response,  a 
compliance  judgment  is  not  possible.”  The  finding  in  the 
unclassified  version  of  the  June  2003  Report  stated  that: 
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The  United  States  assesses  that  China  maintains  an  active 
offensive  R&D  CW  program,  a  possible  undeclared  CW 
stockpile,  and  CW-related  facilities  that  were  not  declared. 
Such  activities  are  inconsistent  with  the  CWC. 

DISCUSSION  OF  OBLIGATIONS.— China  is  an  original 
State  Party  to  the  CWC,  and  submitted  its  initial  declara¬ 
tion  on  time.  In  this  initial  declaration,  China  declared 
that  it  had  eliminated  facilities,  stockpile  and  materials  re¬ 
lating  to  CW.  However,  it  said  that  it  maintained  a  defen¬ 
sive  research  and  development  capability  in  accordance 
with  the  Convention.  The  Chinese  chemical  industry  has 
the  capability  to  produce  many  chemicals,  some  of  which 
have  been  sought  by  states  trying  to  develop  a  chemical 
warfare  capability. 

ACTIONS. — China  continues  to  conduct  CW  research  and 
development  that  has  applications  for  either  defensive  or 
offensive  purposes.  China  also  has  the  capability  to  quickly 
mobilize  its  chemical  industry  to  produce  a  wide  variety  of 
chemical  agents. 

COMPLIANCE-RELATED  DIALOGUE  AND  ANAL¬ 
YSIS. — Since  1998,  the  United  States  and  China  have 
been  in  a  dialogue  regarding  CWC  compliance  issues.  The 
United  States  have  discussed  a  number  of  these  issues  be¬ 
tween  experts,  in  written  communiques,  and  in  the  ongo¬ 
ing  U.S.’  China  Security  dialogues.  As  a  result  of  these 
contacts,  we  have  improved  our  understanding  of  the  Chi¬ 
nese  initial  declaration.  That  said,  however,  concerns  re¬ 
main  and  the  dialogue  continues. 

FINDING. — The  United  States  judges  that  China  main¬ 
tains  a  CW  production  mobilization  capability,  although 
there  is  insufficient  information  available  to  determine 
whether  it  maintains  an  active  offensive  CW  research  and 
development  program.  Moreover,  in  violation  of  its  CWC 
obligations,  China  has  not  acknowledged  past  transfers  of 
chemical  weapons  and  it  may  not  have  declared  the  full 
extent  of  its  CW-related  facilities. 

E.  THE  NUCLEAR  NON-PROLIFERATION  TREATY  (NPT) 

CHINA 

ISSUE. — China’s  nuclear-related  interactions  with  other 
countries  have  raised  concerns  regarding  China’s  compli¬ 
ance  with  its  NPT  Article  I  obligation  “not  in  any  way  to 
assist,  encourage,  or  induce  any  non-nuclear-weapon  State 
to  manufacture  or  otherwise  acquire  nuclear  weapons.” 

HISTORY  OF  COMPLIANCE  EVALUATION.— China  has 
joined  several  international  nuclear  regimes  and  has  pro¬ 
mulgated  comprehensive  nuclear  export  controls  over  the 
past  decade  in  an  effort  to  bolster  its  credentials  as  a  re¬ 
sponsible  international  player.  Beijing  signed  the  Non¬ 
proliferation  Treaty  in  1992,  joined  the  NPT  Exporters 
(“Zangger”)  Committee  in  1997,  and  implemented  dual-use 
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nuclear  export  controls  based  on  the  Nuclear  Suppliers 
Group  (NSG)  control  list  in  1998.  Nevertheless,  until  May 
2004,  China  was  the  only  NPT  nuclear  weapon  state  that 
had  declined  to  join  the  NSG.  It  should  be  noted,  however, 
that  NSG  membership  is  not  required  by  the  NPT.  Since 
the  Zangger  Committee  only  requires  item-specific  safe¬ 
guards;  as  opposed  to  the  more  stringent  requirement  of 
the  NSG,  which  mandates  full-scope  safeguards,  China 
was  therefore  technically  in  a  position  to  sell  controlled  nu¬ 
clear-related  items  to  non-NPT  members,  as  long  as  the 
items  themselves  went  to  a  facility  subject  to  safeguards. 
This  technical  difference  made  it  possible  for  China  to  pro¬ 
vide  assistance  to  safeguarded  facilities,  in  such  countries 
as  Pakistan,  should  it  choose  to  do  so.  It  appears  that  Chi¬ 
nese  policies  and  nuclear  export  control  systems  contain 
all  the  necessary  elements  to  enforce  China’s  obligations 
under  Article  I  of  the  NPT  should  China  wish  to.  In  the 
June  2003  Noncompliance  Report,  the  United  States  con¬ 
cluded  that: 

While  we  continue  to  believe  that  Beijing  is  seriously  pre¬ 
pared  to  implement  its  NPT  obligations,  and  has  taken 
steps  to  do  so,  given  all  the  available  information,  the 
United  States  remains  concerned  about  China’s  compliance 
with  its  nuclear  nonproliferation  commitments. 

DISCUSSION  OF  OBLIGATIONS.— In  early  1992,  China 
acceded  to  the  NPT.  By  joining  the  Treaty  as  a  Nuclear- 
Weapon  State  Party,  China  became  obligated  under  Article 
I  of  the  Treaty  not  in  any  way  to  assist,  encourage,  or  in¬ 
duce  any  NNWS  to  manufacture  or  otherwise  acquire  nu¬ 
clear  weapons  or  other  nuclear  explosive  devices. 

Under  Article  III,  China  also  made  a  commitment  to  en¬ 
sure  the  application  of  IAEA  safeguards  on  exports  to  any 
NNWS  of  nuclear  material  and  equipment  especially  de¬ 
signed  or  prepared  for  the  processing,  use,  or  production  of 
special  nuclear  material.  The  NPT  exporters’  Zangger 
Committee  has  defined  a  “trigger  list”  of  such  equipment 
and  material,  and  members  have  announced  a  common  un¬ 
derstanding  on  controlling  listed  items  as  a  guideline  for 
implementing  this  provision. 

While  China  is  a  member  of  the  Zangger  Committee,  until 
May  2004  it  was  the  only  nuclear  weapons  state  that  was 
not  also  a  member  of  the  Nuclear  Suppliers  Group  (NSG), 
which  requires  full  scope  safeguards  (i.e.,  IAEA  safeguard 
on  all  nuclear  material)  in  a  recipient  NNWS  state  as  a 
condition  of  nuclear  exports.  At  that  time,  China  did,  how¬ 
ever,  have  export  control  laws  that  mirror  the  NSG  guide¬ 
lines  during  the  reporting  period.  In  addition,  on  May  11, 
1996,  China  publicly  pledged  to  the  United  States  that  it 
would  not  provide  assistance  to  unsafeguarded  nuclear  fa¬ 
cilities.  China  was  accepted  into  the  NSG  in  May  2004. 

In  a  1997  letter  provided  to  the  United  States,  the  Chinese 
Vice  Premier  stated  that  “China  consistently  has  opposed 
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the  proliferation  of  weapons;  does  not  advocate,  encourage 
or  engage  in  proliferation  of  nuclear  weapons,  nor  assists 
other  countries  in  developing  nuclear  weapons.” 

ACTIONS. — As  the  United  States  has  monitored  China’s 
actions  in  relation  to  its  obligations  under  the  NPT,  Chi¬ 
na’s  interactions  with  two  countries,  in  particular,  have 
raised  concerns.  Most  of  the  basis  for  these  concerns  can¬ 
not  be  discussed  here,  but  it  is  worth  noting  that  in  Feb¬ 
ruary  2003,  an  anti-Iranian  opposition  group  alleged  pub¬ 
licly  that  Chinese  experts  were  continuing  to  work  at 
Iran’s  Saghand  uranium  mine  as  supervisors. 

In  2002  and  2003,  foreign  entities  also  continued  their  ef¬ 
forts  to  acquire  nuclear-related  materials  and  dual-use 
equipment  from  Chinese  suppliers.  Such  contacts  remain 
an  intense  concern  of  the  United  States. 

COMPLIANCE-RELATED  DIALOGUE  AND  ANAL¬ 
YSIS. — China’s  compliance  with  its  nuclear  nonprolifera¬ 
tion  obligations  has  been  the  subject  of  considerable  scru¬ 
tiny.  In  the  past,  the  United  States  has  cited  two  key  fac¬ 
tors  as  being  especially  relevant  to  our  judgment  of  Chi¬ 
na’s  compliance  with  the  NPT:  (1)  China’s  May  11,  1996, 
public  and  private  commitments  not  to  provide  assistance 
to  unsafeguarded  nuclear  facilities;  and  (2)  the  establish¬ 
ment  of  a  comprehensive  national  nuclear  export  control 
system.  U.S.  officials  stressed  that  China’s  May  11,  1996, 
commitments  should  also  prohibit  assistance  to  entities  in¬ 
volved  in  the  design  or  testing  of  the  non-nuclear  compo¬ 
nents  of  a  nuclear  device. 

In  laying  out  the  principal  elements  of  a  comprehensive 
nuclear  export  control  system,  U.S.  officials  stressed  a 
number  of  factors:  that  controls  should  apply  to  all  private 
and  public  entities;  that  the  control  list  should  encompass 
all  equipment,  material  and  technology  covered  by  the 
NSG,  including  dual-use  items;  that  technology  controls 
should  extend  to  personnel  as  well  as  information;  that 
some  type  of  catch-all  control  should  be  part  of  the  system; 
and  that  the  controls  should  extend  to  nuclear  weapons  in¬ 
formation  and  equipment. 

It  appears  that  Chinese  policy  and  nuclear  export  control 
systems,  adopted  in  the  aftermath  of  the  October  1997 
U.S. -China  Summit,  contain  all  the  elements  necessary  to 
permit  China  to  implement  its  obligations  under  Article  I 
of  the  NPT.  This  conclusion  led  President  Clinton,  on  Jan¬ 
uary  12,  1998,  to  send  to  Congress  the  certifications  nec¬ 
essary  to  implement  the  1985  U.S. -China  peaceful  nuclear 
cooperation  agreement.  Thereafter,  members  of  Congress 
were  briefed  in  closed  session  on  the  details  of  a  few  cases. 
On  March  18,  1998,  following  a  review  of  30  days  of  contin¬ 
uous  session  of  Congress,  the  conditions  for  the  initiation 
of  U.S.  peaceful  nuclear  cooperation  with  China  were  met. 

Chinese  regulations  in  place  cover  both  trigger  list  items 
(i.e.,  those  items  relevant  to  Article  III  of  the  NPT)  and 
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nuclear  dual-use  items.  China  promulgated  nuclear  dual- 
use  regulations  by  mid-1998.  “Catch-all”  control  authority 
exists  for  Chinese  government  departments  and  the  gov¬ 
ernment  has  the  authority  to  control  items  that  may  not 
be  on  control  lists.  The  controls  apply  to  technology  in  the 
form  of  exchanges  of  personnel,  as  well  as  to  the  transfer 
of  written  information  and  tangible  items. 

China’s  export  control  system  appears  designed  to  ensure 
adequate  review  for  those  exports  that  come  to  the  atten¬ 
tion  of  Chinese  export  control  authorities  if  these  authori¬ 
ties  choose  to  exercise  this  authority. 

FINDING. — China  has  joined  several  international  nuclear 
regimes  and  has  promulgated  comprehensive  nuclear  ex¬ 
port  controls  over  the  past  decade.  Nevertheless,  based 
upon  all  available  information,  the  United  States  remains 
concerned  about  the  effectiveness  of  Chinese  nuclear  ex¬ 
port  controls  and  China’s  compliance  with  its  NPT  Article 

I  nuclear  nonproliferation  commitments. 

VII.  COMPLIANCE  OF  OTHER  NATIONS  (INCLUDING  SUC¬ 
CESSORS  TO  THE  SOVIET  UNION)  WITH  THEIR 
INTERNATIONAL  COMMITMENTS 

A.  MISSILE  NONPROLIFERATION  COMMITMENTS 

CHINESE  NONPROLIFERATION  COMMITMENTS.— 

Intensive  bilateral  dialogue  and  high-level  political  efforts 
augmented  by  trade  sanctions  imposed  in  1991-92,  1993- 
94,  and  since  September  2001  have  resulted  in  a  variety 
of  Chinese  missile  nonproliferation  commitments. 

China  is  not  an  MTCR  partner.  However,  as  described 
below,  it  has  committed  over  the  course  of  a  number  of 
years  to  abide  by  various  missile  nonproliferation  commit¬ 
ments. 

Noncompliance  concerns  emerged  soon  after  China  issued 
its  first  missile  nonproliferation  commitment  in  March 
1992.  Previously  in  June  1991,  the  United  States  imposed 
sanctions  on  two  Chinese  entities—  China  Great  Wall  In¬ 
dustry  Corporation  (CGWIC)  and  the  China  Precision  Ma¬ 
chinery  Import/Export  Corporation  (CPMIEC)--  in  connec¬ 
tion  with  the  sale  of  M-ll  missile-related  equipment  to 
Pakistan.  In  return  for  ending  sanctions  on  these  two  enti¬ 
ties,  China  provided  a  written  commitment  in  March  1992 
to  then  Secretary  of  State  James  Baker  that  it  would  abide 
by  the  original  “guidelines  and  parameters”  of  the  MTCR, 
which  the  United  States  publicly  stated  were  applicable  to 
both  the  M-9  (CSS-6)  and  M-ll  (CSS-7)  missiles.  After 
issuing  this  commitment,  Chinese  entities  transferred  M- 

II  missiles  to  Pakistan.  In  response  to  U.S.  complaints, 
China  indicated  that  the  M-ll  missile  was  not  covered  by 
the  MTCR  and  that  it  was  fully  complying  with  its  1992 
pledge.  In  1993,  the  United  States  imposed  Category  II 
sanctions  on  the  Chinese  Ministry  of  Aerospace  Industry 
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and  the  Pakistani  Ministry  of  Defense  for  their  roles  in  the 
transfer.  Some  of  the  divisions  of  the  Ministry  of  Aero¬ 
space  Industry  that  were  affected  by  the  sanctions  in¬ 
cluded:  the  China  Precision  Machinery  Import-Export  Cor¬ 
poration  (CPMIEC),  China  Great  Wall  Industrial  Corpora¬ 
tion  (CGWIC),  China  Aerospace  Corporation  (CASC),  and 
the  Chinese  Academy  of  Space  Technology  (CAST). 

In  return  for  the  lifting  of  the  sanctions  imposed  in  1993, 
China  pledged  in  October  1994  in  a  Joint  Statement  with 
the  United  States  that  it  would  not  transfer  ground-to- 
ground  missiles  “inherently  capable  of  reaching  a  range  of 
at  least  300  km  with  a  payload  of  at  least  500  kilograms.” 
In  the  years  following  this  commitment,  Chinese  entities 
continued  to  provide  missile-related  items  and  assistance 
to  countries,  including  Iran  and  Pakistan.  China  declared 
in  October  1996  that  its  previous  commitments  did  not 
cover  items  contained  on  the  MTCR  Annex.  However,  fol¬ 
lowing  additional  negotiations,  in  June  1998,  China  in  a 
Joint  Statement  reaffirmed  that  its  policy  was  “to  prevent 
the  export  of  equipment,  materials,  or  technology  that 
could  in  any  way  assist  programs  in  India  or  Pakistan,  for 
nuclear  weapons  or  for  ballistic  missiles  capable  of  deliv¬ 
ering  such  weapons.”  Nevertheless,  despite  these  Chinese 
assurances,  the  United  States  continued  to  detect  evidence 
of  Chinese  missile-related  transfers. 

In  return  for  the  waiving  of  sanctions  on  several  compa¬ 
nies,  China  in  November  2000  issued  a  stronger  commit¬ 
ment  to  missile  nonproliferation,  stating  it  would  not  as¬ 
sist  “in  any  way,  any  country  in  the  development  of  bal¬ 
listic  missiles  that  can  be  used  to  deliver  nuclear  weapons 
(i.e.,  missiles  capable  of  delivering  a  payload  of  at  least 
500  kilograms  to  a  distance  of  at  least  300  kilometers).” 
The  Chinese,  however,  continued  to  make  no  mention  of 
preventing  or  restricting  the  proliferation  of  Category  II 
missiles  in  their  commitment.  In  addition,  China  agreed  to 
enact  and  publish  comprehensive  missile-related  export 
controls  “at  an  early  date.”  China’s  unilateral  political 
commitment  and  the  related  discussions  with  the  United 
States  have  been  referred  to  as  “the  November  2000  Ar¬ 
rangement.” 

Since  China’s  first  commitment  in  March  1992  and  until 
these  negotiations  stopped  in  November  2000,  these  suc¬ 
cessive  cycles  of  bilateral  compliance  diplomacy  have  fallen 
into  a  common  pattern.  When  U.S.  intelligence  detects  evi¬ 
dence  of  missile-related  transfers  by  Chinese  entities  to 
proliferant  countries,  China  first  either  denies  such  trans¬ 
fers  occurred  or  asserts  that  the  transfers  in  question  did 
not  violate  its  commitments  to  the  United  States.  Then, 
after  protracted  bilateral  consultations,  China  issues  an¬ 
other  nonproliferation  pledge  and  the  United  States  waives 
sanctions,  only  to  begin  the  cycle  again. 
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Despite  the  November  2000  Arrangement,  the  United 
States  continues  to  have  similar  concerns  about  Chinese 
compliance  with  and  implementation  of  its  missile  non¬ 
proliferation  commitments.  Transfers  that  assist  in  the  de¬ 
velopment  of  Category  I  missile  programs  in  Iran  and 
Pakistan  continue.  The  continued  proliferation  of  missile- 
related  technology  led  the  United  States  to  impose  sanc¬ 
tions  in  September  2001  on  the  China  Metallurgical 
Equipment  Corporation  (CMEC/MECC).  Since  then,  and  as 
detailed  in  this  report,  numerous  Chinese  entities  have 
continued  to  provide  missile-related  technology  to  nuclear- 
capable  Category  I  ballistic  missile  programs. 

In  addition,  China  has  interpreted  and  implemented  its 
November  2000  political  commitments  in  ways  that  have 
fallen  short  of  establishing  an  effective  missile  non¬ 
proliferation  system. 

OTHER  NONPROLIFERATION  COMMITMENTS.— As 

part  of  its  bilateral  diplomatic  consultations,  the  United 
States  has  sought  nonproliferation  commitments  from  both 
missile  technology  supplier  states  and  recipient  nations 
that  are  not  members  of  the  MTCR  or  the  HCOC.  Some 
countries  have  agreed  to  support  common  nonproliferation 
objectives  by  making  a  commitment  to  the  United  States 
not  to  acquire  WMD-capable  delivery  systems  for  their 
military. 

COUNTRY  ASSESSMENTS 
CHINA 

ISSUE. — Proliferation  of  missile-related  technology  by  Chi¬ 
nese  entities  continues  and  calls  into  question  China’s 
stated  commitment  to  controlling  missile  proliferation. 

HISTORY  OF  ADHERENCE  EVALUATION.— Chinese 
compliance  with  its  missile  nonproliferation  commitments 
was  first  assessed  in  the  June  2003  (CY2001)  NCR.  In  that 
Report,  the  United  States  concluded  that: 

[China’s]  actions  call  into  serious  question  China’s  stated 
commitment  to  controlling  missile  proliferation.  Chinese 
state-owned  corporations  have  engaged  in  transfer  activi¬ 
ties  with  Pakistan,  Iran,  North  Korea,  and  Libya  that  are 
clearly  contrary  to  China’s  commitments  to  the  United 
States. 

COMMITMENTS  UNDERTAKEN.— In  return  for  the 
waiving  of  a  number  of  sanctions  required  by  U.S.  law  for 
past  serious  transfers  by  Chinese  entities  to  the  Iranian 
and  Pakistani  missile  programs,  including  the  transfer  of 
a  missile  production  facility  to  Pakistan,  China  in  Novem¬ 
ber  2000  issued  a  stronger  commitment  to  missile  non¬ 
proliferation  stating  it  would  not  assist  “in  any  way,  any 
country  in  the  development  of  ballistic  missiles  that  can  be 
used  to  deliver  nuclear  weapons  (i.e.,  missiles  capable  of 
delivering  a  payload  of  at  least  500  kilograms  to  a  distance 
of  at  least  300  kilometers).”  In  addition,  China  agreed  to 
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of  at  least  300  kilometers).”  In  addition,  China  agreed  to 
enact  and  publish  comprehensive  missile-related  export 
controls  “at  an  early  date.”  China’s  unilateral  political 
commitment  and  the  related  discussions  with  the  United 
States  have  been  referred  to  as  “the  November  2000  Ar¬ 
rangement.” 

ACTIONS. — Despite  China’s  November  2000  Arrangement 
and  the  promulgation  of  export  control  regulations,  China’s 
proliferation  of  missile-related  technology  continues  and 
calls  into  question  China’s  stated  commitment  to  control¬ 
ling  missile  proliferation.  These  missile-related  transfers 
continued  in  2002  and  2003  to  ballistic  missile  programs 
in  Iran,  Iraq,  Libya,  Pakistan,  and  North  Korea.  The 
United  States  has  sanctioned  several  of  the  companies 
transferring  these  technologies. 

Chinese  entities  continued  to  transfer  missile-related 
goods  and  technical  knowledge  to  countries  such  as  Paki¬ 
stan,  Iran,  Libya,  and  North  Korea.  These  transfers  con¬ 
tinue  to  contribute  the  development  of  MTCR  Category  I 
ballistic  missiles  in  these  countries.  In  addition,  Chinese 
entities  provided  dual-use  missile-related  items,  raw  mate¬ 
rials,  and  assistance  to  Iran,  Libya,  and  North  Korea. 

China’s  implementation  and  enforcement  of  the  missile  ex¬ 
port  control  regulations  remain  problematic.  The  Chinese 
Government  has  not  established  a  system  of  end-use 
verification  checks  to  ensure  that  items  approved  for  trans¬ 
fer  are  not  diverted.  China  must  also  ensure  that  “catch¬ 
all”  controls  are  effectively  implemented  within  China.  Fi¬ 
nally,  China  needs  clearly  to  signal  to  all  Chinese  entities 
that  it  intends  vigorously  to  enforce  its  export  controls. 
Beijing  has  also  not  taken  adequate  steps  under  these  new 
regulations  to  prevent  sensitive  transfers  or  prosecute  vio¬ 
lations,  and  China  needs  to  publicize  its  efforts  to  enforce 
its  export  control  regulations. 

COMPLIANCE-RELATED  DIALOGUE  AND  ANAL¬ 
YSIS. — Despite  its  November  2000  pledge,  Chinese  compa¬ 
nies  in  2002  and  2003  continued  to  supply  technology  and 
assistance  to  missile  programs  in  various  countries;  this 
technology  and  assistance  was  of  direct  use  to  these  pro¬ 
grams.  The  United  States  has  gone  to  considerable  lengths 
to  inform  the  Chinese  Government  about  the  proliferation 
activities  of  these  entities.  However,  despite  these  efforts, 
the  Chinese  Government  almost  invariably  denies  that 
such  activities  are  occurring,  and  Chinese  entities  and  per¬ 
sons  continue  to  proliferate  missile  technology. 

FINDING. — The  United  States  finds  that  items  trans¬ 
ferred  by  Chinese  entities  contributed  to  Category  I  missile 
programs  contrary  to  the  Chinese  Government’s  November 
2000  missile  nonproliferation  commitments.  The  United 
States  remains  concerned  and  will  continue  to  monitor  this 
situation  closely. 
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